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Standard & Poor’s
Role in the Financial Markets

tandard & Poor’s Ratings Services traces its history back to
S 1860. It currently is the [eading credit rating organization and
a major publisher of financial information and research services
on U.S. and foreign corporate and municipal debt obligations.
Standard & Poor’s was an independent, publicly owned corpora-
tion until 18966, when all of its commeon stock was acquired by
McGraw-Hill Inc., a major publishing company. Standard & Poor’s
is now a business unit of McGraw-Hill. In matters of credit analy-
sis and ratings, Standard & Poor’s Credit Market Services oper-
ates entirely independently of McGraw-Hill. Investment Services
and Corporate Value Consulting are the other units of Standard &
Poor's. They provide investment, financial, and trading informa-
tion, data, and analyses—including on equity securities—but

operate separately from the ratings group.

Standard & Poor’s now rates more than $13 value-added analvtical information to the

eridlion in bonds and ather financial abliga- warld's financial markets,

tons of obligors in moere than 50 countries.

Srandard & Poor’s rates and meaitors What s Standare & Pond's?

developments pertaining ro these issucs and Standard & Poor's is an arganivation of

wssuers from an office nerwork based n 21 professionals that provides analyowal

world financial centers, services and aperates onder the basic
Despite 1ts rremendous groweh over the principles of:

vears. Standard & Pour’s core values remain ¢ Indepradence;

the same: to provide high-gualite, objeernive. s Ohjecuviny:
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Standard & Paor’s Role in the Financial Markets

= Credibility; and
= [hsclosure.

Standard & Poor’s aperares wath no pov-
ernment mandare and s independent of any
ivestment banking company, bank, or simi-
lar orgamizanon.

Standard X Poor’s recognition as a rating
agency ultimartely depends an investors®
willingness to accept its judgment. We
helieve it is important thar all users of our
rarings understand how we arrive at those
ratings, and regularly publish rarings
rescarch and detuiled reports on ratings cri-
teria and methodology.

Credit Batings

Standard & Poor's began rating the debr of
corpoerate and government issuers decades
ago, Our credit rating eriteria and method-
ulogy have grown m sophisticanon and
have kept pace with the introduction of
new financial produces. For example,
Standard & Paor's was the Tirst major rat-
g apency to assess the credic quality of,
and assign credit ratings to, the claims-pay-
ing ability of insurance compames (1971
Hnancial guarantees {197 1) mortgage-
hacked honds (197 5Y mutual funds (1983);
Jsset-hacked securities (1985); and secured
loan recovery (20€13).

A credic rating is Standard & Poor’s opin-
ion of the general creditworthiness of an
abligar, ar the creditworthiness of an chlig-
or with respect to o partcular debe securiey
or other financial obligation, based on rele-
vant risk facrars. Over the years, these cred-
it rarings have achicved wide investor
acceprance as easthy usable twols for
ditterentianng credit quality, because a
Standand & Pour's credit rating is judged by
the market to be rehiable and credible. A
rating does not constitute a recommenda-
tinn to purchase, sell, ar hold a parncular
securtry, In addinen, a ranng does not com-
ment on the sumtability of an investment far
a partcular imvestor

Standard & Poor’s credit ratings and svm-
bols arigmally applied o debe securices. As
deseribed bélow, we ave developed credit
ratings that niav apply o an sssuer’s general
creduwarthiness or 1o a specific hmangial

ehilizanion. Standard & Poor’s historically

www .corparatecriteria.standardandpogrs.com

has maintained separate and weil-estal-
lished ratmg seales for long-term and share-
term Instruments. [A separate seale for
preferred stock was integrated with the debr
scale in February 1999 There is an addi-
tenal seale exclusively for medieme-term
municipal notes.)

Credit ratings are based an mformation
furnished by the obligors or obrnined by us
fram other sources we consider reliable,
Standard & Poor’s does not perform an
audit in connection with any credit rating
and may, on occasion, rely on enaudited
financial informarnon. Credic ratings may be
vhanged, suspended, or withdrawn as a
result of changes in, or unavailability of,
such information.

Lang-term credit ratings are divided o
several categories, ranging from "AAN —
reflecting the steongest crecdie quality—rto MY,
reflecting the lowesr. Long-term ratings from
*AA o COC may be modified by che addi-
tion of a plus ar munus sign 1o show relanve
standing within the major rating categories,

A short-term credir rating is an assessiment
of an issuer's credit quality with respect to an
mstrument considered shore term o the rele-
vant market. Short-term ratings range from
*A-1, for the highest-qualiny abhgations, ro
I, for the lowest. The *A-1" raning may also
be madified by a plus sign to Jistinguish the
strongest credits in thar caregory.

Issue-Soechic Cradit Ravng
A Standard & Poor's issue credit raung is a

current apiion of the credinvorthiness of an

obhgor with respect ta a specitic fmancial obli-
gation, a speaitic class at financtal obligations,
ar a specific financial program. This apinion
may reflect the creditworthiness of guarancurs,
wisurers, or other forms of credit enhancement
on che obligation, and takes into account seatu-
tory and regulatory preferences.

Omn a global basis, Standard & Poor's 1ssue
credit-rating criteria have long identitied the
added country-risk factors thar give exrernal
debr a higher default probability than domes-
tic obhigations. Tn 1992 we revised our crite-
ria to define external rather than domestic
obligations by currency instead of by muarker
af issuance. This Ted o che adaprian of the
local currency/arensn currency nomencla-




rures for issue credic rarings, Pecanse rating
coverage now has expanded o a growing
range of emerging-market countries, the

analysis of political, economic, and monetary

risk factors are even mare important,

Long-tenn Credit Aatings
Notes, note programs, certificare of deposir
programs, syndicated bank loans, bonds and
debentures (FAA, CAAL Y'Y shelf regisira-
tans {prelimimary).
Debt Types:
* Equipmenr crust certificates;
= Secured;
v Senior unsecured;
v Subordinated;
* Junior suburdinaced; and
= Preferred stock and deferrable
pavment debt.
Recovery Rartings (1-5}
Municipal Note Ratings (renor; less than
three vearsy (‘'SP-1+', "SP-1'..°8P-3)
Short-Term Ratings (A-1+7, "A-17.0D):
= Commercial paper programs;
¢ Put bonds/ddemand bonds: and
v Cernficate of depasit pregrams.

seer Credhit Ratings

Long-Term Ratings and Short-Term Rarings
» Corparace credit ratings;

» Counterparty rarings; and

= Certificate of deposit programs.

Other Rating Products

= Mutual Bond Fund Credic Quality Ratings
CAAAP, CCOCCEY,

« Maoney Marker Fund Safery Ratings
CAAAM L BRBY;

= Murtual Bond and Managed Fund Risk
Ranngs t'aaa’, "aa’,.ocee’);

» Financial scrength racings for insurance
companies (alsa, pt ranngs hased on quan-
prarive model);

» Ranings estimates; and

“w National-scale credit ratings.

i Farnas

[n response ro a need for rating evalwariony

[EETTLT

an a company when no public debt s aur-
standmg, Standard & Paor's provides an
issucr credir rating—an apiman of the
obligor's overall capacity to meet irs finan-
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cral obhgatons. This opimon focuses on the
obhgors capacoy and wilhimgness to meer
its tinancial commirments as they come Jue.
The apinion is not specific o any paroeular
financial abligation, because it does nor
take into account the specific nature or pro-
visions of anv particular obligacion, fssuer
credic rarmgs do not rake inte acenunr
starutery or regulatary preferences, nor do
they rake inta account the creditwaorthiness
of guarantors, wmsurers, or other forms of
credit enbancement chat may pertam o a
specific obligation,

Counterparty ratings, corporate credit
ratings, and saveregn credic ranmgs are all
forms of issuer credit ratings,

Because a corporate credit rating provides
an averall assessment of a company’s credit-
worthiness, it is used for a variery of finan-
cial and commercial purposes, such as
negotianng long-term leases or minimizing
the need for a letrer of credic for vendors.

If the credit rating s not assrgned in von-
junction with a rated public tinancing, the
company can choose o make its raning pub-
It vr o keep it contidential.

Fating Process

Standard & Poor’s pravides a rating nnly
when there is adequate information available
to form a credible opinion, and onhe after
applicable quantitative, qualitative, and tegal
analyses are performed.

The analvrical framewnrk is divided into
several categories 1o ensure that salienr guahta-
rive and guanntartve ssues are considered. For
example, with industrial companmes, the quali-
rative categunes are ariented to business analyve
sis, suich as the company’s competitiveness
within its industry and the ealiber of manage-
ment: the guantitative categories relate ta
financial analysis.

The rating process s not limired to an
exammation af various financial measures,
Proper assessment of credit quality for an
industrial company includes a rthorough
review of business fundamentals, inchiding
mdusrey prospects for growth and «alnera-
by 1o technalogical change, labar unrest,
ar regulatory acoions, I the public finane
sectarn, tus imvolves an evaluanon ot the
basic underlving econome strength of che

W




Standard & Poor’s Acle in the Financial Markets

public entity, as well as the effectiveness of
the governing prucess to address problems.
In financial institcutions, the reputanion of
rhe bank or company may have an nmpace
on the future hinancal pertarmance and the
institurion's abality to repav ies obligations,

Standard & Poor’s asscmbles a team of
analysts with appropriare expertise m
review information perninent to che rating.
A lead analyst s responsible for conducting
the rating process. Members of the analyri-
cal ream meet with the organization's man-
agement to review, w1 decail, key factoes thae
have an impact on the rating, mcluding
operaring and financial plang and manage-
ment policies. The meeting also helps ana-
lvsts develop the gqualitative assessment of
management ieself, an imporcant factor in
many rating decisions,

Fultowing this review and discussion, a
rating vommittee meeting 15 convened. At
the meetng, the committee discusses the
lead analysts recommendation and the
pertinent faces supporoing the ranng.
Finally, the committee votes on rhe
recommendation,

The issuer subsequently is norified of the
rating and the majar consideratians sup-
porting it A rating can be appealed prior to
tis publication—uf meaningtul new or adds-
trnal infurmanon 1s to he presented by the
ssuer (Yhviousdy, there s no guarantee charc
any new infurmation will ateer the raong
committee’s decision.

Ohnee s final rating (s assigned, 1t 15 dissemi-
nated o the public through the news media. In
the U.S,, Standard & Poor’s assigns and pub-
lishes its ratings irrespective of issuer request, if
the financing is a public deal. In the case of pri-
vate transactions, the company has publication
rights. {Most 144A transactions are viewed as
public deals.) In most markets outside the US.,
ratings are asagned onbv on request, so rhe
campany can choase to make its rating pubhic
or ter keep 1t confidential, (Conhdential ranngs
are disclosed by Standard & Poor's only o
parties designated by the rated entity.) Atrer a
public cuting is released to the media
by Standard & Poor's. it s published
m Credit Week or another Standard &

Poors publcation, with the ranonale and
other comnwnrary.

wiwww.corparatecriteria.standardandpoors.com

Survedianaa and Revievy
All ratings are momeored. icluding consimual
review of new finanaal or cconomic imforma-
tion, Qur surveillance 15 onpoimg, which
mecans staying abireast of all current develop.
ments. Mareovern, it s routine to schedule
annual review meetings with management,
even in the absence af the 1ssuance of new
obligations. These meetings enable analysts o
discuss potential prablem areas and be
apprised of any changes in the issuer’s plans.
As a result of the surveillance process, it is
SCHICLIMIES NOCCSSary 1O FeRSSEss 2 ranng.
When this occurs, the analyst undertakes a
review, which may lead ro a CreditWarch lisr-
ing, 1f the likelihood of change 1s sutheently
high. This is followed by a comprehensive
analysis—including, if wareanted. a meening
with management—and a presentanon o g
raong committee, The rating committee eval-
uates the circumstances, arrives ar a rating
decision, notifies the ssuer, and entertaims an
appeal, tf one is made, Afrer this process, the
rating change or affirmation is announced,

lesuors’ Use of Ratniys

]l’ i:’ COMmMinoen f(lr COMPAnies foy SIrucrinee
financing transactions 16 rellect rating eriteria
50 they qualify for higher ratings, However,
the actual scructuring of a given ssue s the
function and responsibuliy of an issuer and
its advisors, We will react to a proposed
financing, pubhsh and interprer irs ericeria for
a type of issue, and outline the ranng implica-
tions for an issuer, underwricer, bard counsel,
or financial advisor, but do not function as
an investiment banker or inancial advisor.
Adaprion of such a role ultimately would
impair the objectiviry and credibdicy that are
vital to our contimued pertormance as an
independent rating agency.

Standard & Poor’s puidance also s sought
on credit gqualiry ssues that mighe aftect the
raring opinion. For example, companics sofic-
it our view on hyvbrid preterred stock, the
manretizaoen of assets, or other mnovative
financing technigues before putnng these into
practice. Nar 1s i1 upcommen for debr issuers
ro undertake specific and somctimes signifi-
cant actinns fur the sake of maintammg their
ratings, For example, one large compam
faced a downgrade ot 15 *A- 1" commeraal
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paper rating because of a growing companent
ol short-rerm, Hoatng-rare debi, To keep s
rating, the company chose to restracture jrs
debt marurity schedule i a way consistent
with our view of what was prudent,

Many companies go one step further and
incorporate specific rating objectives as cor-
parate goats. Indeed, possessing an “A rat-
ing, or ar least an investment-grade rating,
affards companies a measure of Hexibilicy
and may be warthwhile as part of an over-
atl fimancial strategy. Beyond that, we do
BOT encourage coMpanics to manage them-
sebves with an eve toward a speatfic rating.
The mare appropriate approach is e oper-
are for the gooud of the business as manage-
ment sees it and to let the rating follow.
[ronically, managing for a very high raring
can sometimes be inconsisrent with the
company’s ultimare best interests, if it
means being averly conservative and forgo-
INg OPPOTTURICies.

Ratings Definitions

Credir ratings can be eicher lang wrm or
short term. Short-term rasings are assigned to
those abligations considered shart term in the
relevant market. In the LS., for example,
that means obligations with an original matu-
rity of no more than 3635 days—including
commercial paper

Commmercial paper ratings perrain to the
program cstablished ra sell these notes. There
is no rewew of individual nores. Nonerheless,
such program ratngs characterize the notes
as “rared paper”

Shart-term ratings also are used ro indicare
the creditworthiness af an obligor with
respect ta put fearures on lang-ternn oblipga-
tions. The resule s & doal rating, in which rhe
short-rerm rating addresses the put feacure in
addition ta the usnal long-term rating.

Medivm-term notes (MINs) are assigned
long-term ratings. A rating is assigned ro the
MTN program and, subsequentdy, ro indi-
vidual notes, as they are wdenntied,

[ssue and issuer crediv rannes ese che iden-
ocal symbols (shawn below), and rhe defin-
vons closelv correspond o each vther. Tssoer
ratmgs and short-term issue rannes focus
entirely an the default risk of che enoiey

Long-rerm issue raungs also rake mro
account risks perraining ro loss-givenadefanle.
However, both the issuer and issue raring def-
mitions are expressed in terms of defaulr risk,
which reters we the capaciey and willingness
of the vhligor co meet its finanaal commit-
ments on time, in accordance with the werms
of the obligation. As noted, issuc credic rat-
mgs alsu rake niro account the prorecricn
afforded by, and relative position af, the obli-
gation 1 the event of hankruproy, reergantza-
tion, vur arher arrangement under the faas of
bankruptey and other faws affecnng credi-
tors’ nighes.

Therctare, in the cases of junior debr and
secured debr, che rating may not contorm
exactly with the caregory definition. Jumar
obligatinns typicallv arc rated lower than the
issuer credit rating (i.e., default risk) ro retlect
the lower prioriry m bankruptey, as noted
above. (Such differentiation applies when an
entity has both senior and subordinated obli-
garians, secured and unseeured abhgarions,
operating company anid holding company
obtiginons, ar preferred stoch. Debr thar
pravides goud prospects for ulumare recavery
isuch as secured debry often s rated Migher
than the issuer credit ranng.

Long-term cradit ratings

*AAAT An obligarion rated "AAA has the
highest rating assigned by Standard &
Poar’s. The nblignr’s capacity o meet irs
financial commurment on the abligation iy
l'.\'[J'L'J"L'I}" .5“'[}”.‘.:.

*AAT An obliganon rared “*AA differs from
the highest-rared obliganoens only to a small
degree, The abligor's capaary to meet ity
financial commirment on the abligation s
VETY Srong.

A An obligation rated ‘A7 is somewhar
more susceptible to the adverse effects of
changes in circumstances and cconomic con-
ditions rhan obhigations i higher rated care-
gories. However, the ohligor’s capacity ta
meet irs financial commioment on the abliga-
tion 1s sull strong.

‘BER: An ubliganon rared "BBE exhibies
('I\.it‘(]lli'lrt‘ protecnan P.'Il'.'l]'n(.'“.‘l"\. Hl.)\-\r'('\rl_'l',
adverse ccoriamic conditiuns or changing or-

cumstanees are more likelv ro lead o a weak-

Standard & Peor's = Corporate Ratings Criteria 2006 T




Standard & Paor's Role in the Financial Markets

ened capacity of the obligor to meer s finan-
<l commicment on the obligaton.

Obligations rated “BBR', 13", *CCC, 1CC
and *Care reparded as having signiticant
speculative characrenstics. "BB mdicates the
least degree of speculation, and *C the bigh-
et While such oblivatons hkely wilf have
some qualiey and prorecrive characreristics,
these may be outweighed by large uncertain-
ties or major expasure to adverse condians,

‘BB An obligation rated BB is less vul-
nerable ta nonpayment than other specula-
tive i1ssues. However, 1t faces major ongoing
uncertainties or exposure to adverse busi-
ness, financial, or economic conditions that
could lead to the obligor's inadequate
capaciry to meet 11s financial commitment
an the obliganion.

‘B An obligaton rated *B is more vulner-
able ta nonpavment than obligavons rared
‘B, but the obligor currently has the capaci-
tv to meet its financial commitment on the
ubligazion. Adverse business, financial, or
economic conditions bkely will impair the
ubligor's capacity or willingness to meet 1ts
financial commitment on the obligation.

*CCC: An obligation rated "CCC’ currens-
lv is vulnerable to nonpavment and is
dependent on favorable husiness, financial,
and ceanomic conrditians for the obligor ta
meet its fimancial comniitment on the abliga-
tion. In the event of adverse business, finan-
¢ial, or economee condinons, the obligor is
not likely to have the capacity to meet its
financial commitment on the obligation.

*CC: An ohligation rated *CC currently is
highly velnerable 1o nonpavment.

*C The “C rating may be used when a
bankruprey petition has been filed or similar
action has been taken but payments on this
obligation are being continued. "€ is alse
used for a preferred stock thao s in arrears
ras well as for qunior debt of issuers rated
GO and O,

1y The D’ ratmg, unlike ather ranngs, is
not prospective: rather, it 15 used only when a
defaule actually has occurred—not when a
default is only expected. Srandard & Poor's
changes ratmps to "%

s QO the day an inrerest and/or principal
pavment is due and is ror paid. An excep-
fion is made if there fs 2 grace perind and

www.corporatecriteria.standardandpoors.com

we believe a payment will be made, in

which case the razing can be mamtaimed:

» Upon voluatary hankruptey fling or simi-
lar action. An exception is made it we
expect debi-service pavments will continue
t0 he made on a specific ssue. {n the
absence of 3 payment defanke nr bankrupe-
cv filing, a rechmeal default e, covenans
violation) is not sutficient for assigning a
1 ranng;

= Upon the completion of a distressed
exchange offer, whereby some or all of an
issue 1s either repurchased for an amount
of cash or replaced by other securities hav-
ing a total value that clearly s less than
par: or

= In the case of ratings on preferred stack or
deferrable payment securities, upan nan-
payment of the dividend, ot deferral ot the
Interest payment.

With respect 1o issuer credit ratings {i.c.,
vorporate eredit ratings, counrerparty rarngs,
and sovercign ratinps), failure 1o pay a finan-
vial abligation—rated or unrated—leads tw a4
raring of either ‘D" or *S1¥, Ordinanly, an
issuer’s distress leads to peneral default, and
the rating is ‘D" "8D) {selecnve default) is
assigned when an issuer can be expected to

detaule sefectively, fe., contunue to pay cer-
tain issues or classes of obligations while nor
paving others, In rhe carporare context, selec-
nive default nught apply when a company
conducts a distressed or coercive exchange
with respect to one or some issues, while
intending to honor its obligations regarding
other issues. {In fact, it is not unusual for a
company to launch such an otter precisely
with such a strategy—ro resrructure part of
its debt ta keep the company solvent.)
Nonpavment of a financial abligation suh-
ject to a bona fide commeraial dispute or a
mussed preferred stock dividend does not
cause the issuer credic rating o be changed.
Plus (+1 or munas -1 The ratings from
"AA to "COCT may be moditied by the addi-
ren of a plus or minus sign o show relative
standing within the major ranng categuries,
r: [n 1994, Standard & Poor's initiated a
symbol to be added to an issue credir rating
when the instrument could have significany
was added

nan-credit risk. The svmbal 57
o such instruments as mortgage interest-




only strips, inverse floaters, and instruments
that pay principal av marurity based on a
non-fixed source, such as a currency or
stock index. The symbaol was intended ro
alert investors to non-credic risks and
emphasizes that an issue credic rating
addressed only the credit quality of the ohli-
gation, Use of the r was disconnnued in
July 2000.

Shorr-Term Croadit Ratngs
*A-170 A shore-term obligaton rared *A-17 15
rated in the highest category by Standard &
Poor's. The obligor's capacity to meer irs

financial commitment on the abligation is
strong. Within this caregory, certain obliga-
tians are designated with a plus sign (+). This
indicates that the obligers capacity to meet
irs financial commirment on these obligarions
15 extremely strong.

*A-2% A short-term obligation rated *A-27 s
somewhat more susceptible to the adverse
cffecrs of changes in circumstances and cco-
nomic conditions than obligations in higher
cating caregories. However, the ohligor’s
capacity ro meet its financial commirment an
the obligation is satisfacrory,

'A-3% Ashore-term obligadon rated *A-F
exhibits adequate protection parameters,
However, adverse econuomic conditions or
changing circumstances are more likely to lead
tw a weakened capacity of the obligor to meet
its financial commitment on the abligaton,

‘Bt A short-ternn obligation rared "B is
regarded as having sigmbicant speculanive
characteristics. The obligor currently has the
capacity o meet its finandial conmirment on
the obligation; however, it faces major ongo-
ing uncerrainnes that could {ead to the ohhg-
or's inadequate capacity to meer its financial
commirment o the obhigation.

Srandard & Poor's is currently experiment-
ing with an expanded short-rerm raning scale
for the speculative-grade part of the raung
spectrum. The "B short-term rating caregory
has been divided inta *B-17, B-27, and *B-3"
A Rl explanation ot this ranng produce
extension can be feund i the last chaprer of
this book: Short-Term Speculative Grade
Rating Crireria.

*C A short-term abligation rared O

currently is valnerable to norpaymenr and

Is dependent on favorable business, finan-
cial, and economic conditions for the oblig-
or to meet 1ts financial commitment on the
obhigation.

"T¥: The same as the definition of ' under
“Long-term credit ranngs.”™

HEMTS @& rAarieg

The rerm “mvestiment grade”™ onginally was
used by various regulatory bodies o connore
obligatians ehgble for imvestment by instiru-
tions such as banks, insurance companics,
and savings and foan assnciations. Over time,
this term gained widespread use throughout
the investment cormimunity. lssues rated in the
four highest categories—"AAA", "AA’, 'A", and
“BRR'—generally are recognized as being
investment grade. Debr rated *BB or below
generallv is referred 1o as “specularive
grade.” The e “junk band™ is merely an
rreverent expression for this category of
maore nisky debt. Nether cenm imdicages which
securitics we deem worthy af investment,
because an investor with a parvcular risk
preference may appropriarely invest m securs-
ties thar are not investment grade,

Rarings continue as a factor in many regu-
tations, both in the U5, and abroad, notabh
n Japan. For example, the Securities &
Exchange Commission (SEC) reguires invest-
ment-grade status in order to register debt on
Yorin-3, which, i tum, is one way to otfer
debr via a Rule 415 shelf registration, The
Federal Reserve Board allows members of
the Federal Reserve Syarem ro invest im secu-
rinies rated inothe four highese caregories, just
as the Federal Home Loan Bank Svstem per-
mits federally chartered savings and loan
associations o invest i corparare debt with
those ratings, and the Department of Labor
allows pension funds to invest m commercial
paper rated in one of the chree highest care-
gories, In similar tashion, Calitorna regu-
lates investments of municipahoes and
counry treasurers; Hlinais limies collateral
acceprable for public deposits; and Yermone
restricts investments of msarers and banks,
The New York and Philadetphia stock
exchanges fix margin requirements for meort-
gage securities depending on thewr rarings,
and the secunties haireut for commercial
paper. deht securines, and preterred stock
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that determines ner capital requirements is
also a tuncrion of the ratings assigned.

Curranoy

Srandard & Poor’s devised ewn tvpes or rac-
imgs in arder to comment on the rsks assoc-
ated with payment i currencies other than
the entity's home counery, These ratings types
are defined as follows:

Local Curreney Credis Ratng: A current
opinion of an obligor’s averall capacity ro
generate sufficient local currency resources to
meet its financial obligations (hoth foreign
and local currencyl, absent the risk of direct
soveraign intervention that mayv conscrain
payment of foreign currency debt. Local
currency credit ratings ave provided on
Standard & Paor’s plobal scale or on separate
national scales, and they may take the form
ot vither issuer or specific ssue credit rarings.
Country ar econumic risk cansiderations pee-
tun to the impace of government paolicies nn
the abligor™ business and financial environ-
ment, including factors such as the exchange
rate, inrerest rates, inflation, lahor marker
conditians, taxation, regulation, and infra-
structure, However, the epiion does ot
adelress transfer and other risks related o
direct sovereign intervention to prevent the
trmely servicing of cross-border obligations.

Foreign Currency Credic Ratung: A current
apinion of an obligor’s overall capacity to
meet ity Foreign-currengy-denaminated
finavcial vbligations, It may take the faorm
of cither an issuer or an ssue credit rating.
As in the case of local currency credic rat-
ings, a foreign currency credic opinion un
Standard & Poor's global scale is based on
the obligor’s individual credit characteristics,
including the mfluence of country ur eco-
nonnc nsk factors. tlowever, uniike local
currency ratings, a foreign currency credit
raning includes transfer and other risks refat-
cd o sovercign acnions that may directly
Jffect aceess to the foreign exchange needed
tor nmeny servicing of the rared obliganon,
Transter and other direct sovereign risks
addressed i such ratings include the likeli-
hood of forcign-exchange controls and the
impaosition of other restrichons on the
repavment of forcign debt.

www.corporatecriteria.standardandpoors.com
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Marional 5
Standard & Poor’s produces nanenaj scale
ranngs in several countries, including
Mexive, Brazil, and Argentina, These rannys

are expressed with rhe tradinonal ferrer svim-

ie Ratinas

bots. but the rating definitions do not con-
form to those emploved for the global scale.
The rating defininians ot cach narional scale
and 1ts correlation o global scale ratings are
unique, sa there is no basis for comparability
across national scales,

CreditWatch Listings and Rating Qutisoks
A Standard & Poar’s rating evaluates default
risk over rhe life ¢f a debir issue, incorporat-
ing an assessment of all tuture events o the
extent they are known or can be anncipared.
Bur we also recognize the potental for
future performance to ditfer from imrad
expectations, Rating outiooks and
CreditWatch listings address this possibiliey
by focusing on the scenarios that could
result in a rating change.

Rarings appear on CredieWatch when an
event or deviation from an expected trend has
occurred or is expected, and additonal infor-
matien is necessary to take a rating action, For
example, an issuc is placed under such speaiad
surveillance as the result of mergers, recapial-
izations, regulatory actions, or unanticiparced
operating develapments. Such ranng reviews
normally are completed wathm 90 days, unless
the cutcome of a speaific event i pending.

A listing does not mean a rating change s
inevitable. However, in some cases, 1t s cer-
tain thar a rating change will aceur, and only
the magnitude of the change 15 unclear. In
those instances—and generally, whenever
possible—the range of alternative ratings that
could result s shown,

An issucr canont automatically appeal a
CreditWarch Hsting, but analysts are sensi-
tive to 1ssuer concerns and the forrness of
the process,

Rating changes also can occur without the
issue appearng on CreditWarch befarchand.
In fact, if all necessary informarion s avail-
abile. rarings should rmmediately be changed
e reflect the changed circumstances; there
should be no delay merelv to signal viaa
CreditWateh placenient thar a ratings change

1S 10 OUCuL.
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A ratmg outlook is assigned o all tong-term
debt issuers and assesses the porennal for 2 rat-
ing change, Qudacks have a longer tme frame
than CreditWarch hstmgs—rypically, nwve
5'e;ar5—_1r|d incm'pl‘ﬂ‘;\te trcnds or risks Wil‘h
less certain implications for credit qualiy, An
outlook is nor necessanly a precursor of a rac-
mg change or a CreditWarch listing,

CreditWatch designations and outlooks
may be “pasinve,” which indicates a raring
may bhe rased, or Tnegative,” which indicares
a rating may be lowered. “Developing™ is
used for those unusual situations in which
future evenrs are so unclear that the rating
potenzially may be ratscd or lowered.

“Stable™ is the oudook assigned when rat-
ings likely will not be changed, bur it should
not be contused with expeered stabiliry of the
company's financial performance.

The Rating Process

Maost corporatians approach Standard &
Paor’s to request o ratimg prior o sale or
registration of a debt issue. Thar way, firse-
rime issuers can receive an indication of
what rating to expect. Issuers with rared
debe outstanding alse want to know in
advance rhe impact on their ratings of the
company’s issuing additional debr. {In any
event, as a matter of policy, in the US., we
assign and publish ratings for all public cor-
porate debr issues aver §100 million—uwirh
ar without a request from the issuer. Public
transactions are defined as those registered
wirh the SEC, those with future registration
nghts, and other [44A deals rhat have
hroad distriburion.)

In afl instances. Standard & Poor's staff will
contact the issuer to elicit its cooperarion. The
analvsts wich the geearest eelevane industry
expertise are assigned o evaluace the credic
and commienee survestlance of the company.
Our analysts generally concentrate on ane or
rwu industries, covering the entire spectrum of
credics within those industries, (Such specializa-
tiom alluws accumulation of expertise and com-
peritive information better than of junk-bond
issuers were followed separarely from high-
grade issuers.) While ene maustry analyst takes
the lead in following a given issuer and rypical-
lv handles day-ro-day contact, a ream of expe-
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ricnced analvsts s abwavs assigned o the rating

relanonship wich cach issuer

iz
A meeting with corporate management is an

g i Manasgemeant

integral part of Standard & Poor’s rating
pracess. The purpase of such a meeting s to
review in detail the company’s kev operating
. and

and financial plans, management policies
other credie factors that have an impact on the
rating, Management mwetings ave critical m
helping to reach a balanced assessment of a
compant’s circumstances and prospoects.

Fartichation

The company tvpically is represented by ars
chief financial officer, The chief execunve offi-
cer usually parricipates when strategic issucs
are reviewed {usually the case ar the inirial rat-
ing assignment), Operating execurives aften
present detatled mformadon regarding husiness
segments, Queside advisurs may be helpful in
preparing an effective presenmation, We neither
enconirage nor discourage their use: it 1s entire-
Iy up to management whether advisors assise m
the preparation for meetings, and whether thes
atrend the imeenngs.

Suheduling

Management meerings usually are scheduled
at least several weeks in advance, to assure
mutual availability of the appropriate paruci-
panes and o allow adequare preparation nme
for our credit analysts. In addition, it a rating
is being sought for a pending issuance, 1t 1s to
the issuer's advancage to allow abour rhree
weeks following a meeting for Standard &
Poar's to complete s review provess, More
rime may be necded in certain cases, tor
example., if extensive review of documenta-
gan is necessare, Plowever, where special aur-
cymstances exist and a quick wrnaroend 15
needed, we will endeavar ro meer the reguire-

ments of the marketplace.

Touring major facilivies can be very helpful
fesr Standard & Pooi’s in gainimg an winder-
standing of X companys business, Howeer,
this s generally not cnmcal, Given the nime
cansreatnts thar evpically arse i rhe nuaal

rating exvicise, arranging faciliry tours may
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not be teasible. As dwscussed below, such
tours may well be a useful part of the sitbse-

guent surveillanee process.

paring for Meetinag

Corporare management should feel free ro

contact its designaied Standard & Poor's

credit analyst for geidance 1o advance of rhe
meeting regarding the parncular areas that
will be emnphasized in the analytic process.

Published ratings criteria, as well as industry

commentary and arricles on peer companies

from CredirWeek, may also be helpful 1o

management in appreciating the analvtic

perspective, However, Standard & Poor’s
prefers not to provide detailed, written lists
af questions, because these tend to constraim
spontanctty and artificiatly Timit the scope of
the meeting,.

Well m advance of the mecting, the compa-
ny should submit background materials (ide-
ally, several sets), meluding:

* five vears of audited annual financial
SEAtEments;

a the last several intenm financial scarements;
narrauve descriptuons of vperations and
products; and

= it avarlable, a draft registranon statement
or uffering memorandum, or equivalent,
Apart from company-specfic nusterial, cele-

vant industry informanon also may be useful.

While nor mandatory, written presetitations

by management often provide a valuable

framework for the discussion. Such presenta-
tions rypically mircor the formar of the meet-

ing discussion, as outlined below, Where a

Written presentation is prepared, it is particu-

tarly useful for Standard & Poors amlytical

team to he afforded the opportunity o review
1wom advance of the meeting. There is no need
to ey o aatiaipare Al questions thar might
arise. It addinonal enformation s necessary to
clarity specific pomts, it can be provided sub-
sequent to the micentng, fn any case, our credit
analysts generally will have follow-up gues-
nions thar arisc as the mformation covered ac
the management meeting is further analyzed,

Coanficentialing
A substantial portion of the informarion ser
forth in company presentations is highly

sensinve and os provided by the ssoer ro
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Standard & Poor's solely for the purpose of
arriving ar ratings. Such imformarion is kepe
serictty canfidential by the ratings group,
Even if the assigned rating is subsequently
made public, any ranonales ar other infor-
mation Standard & Poor's publishes about
the company will refer only o publicly
available carporare infarmanon, Tt s not to
be used for any other purpose, nor by any
third party, including other Standard &
Poor’s units. Standard & Puor’s mamtains a
“Chinese Wall™ between its rating activities

and its equiry information services,

Conduct of Meeting
The following is an cuthne of the topics we
rypically expect 1ssuers to address ina man-
agement mecting:

+ the industry environment and prospeces;

e an overview of major business segiments,
including operating statistics and compar-
1sons with competitors and indusory norms;

» management’s financial polices and finan-
cial performance goals;

e disunctive sccouniimg practices;

< management’s projections, including
mcome and cash How starvsuents and hal-
ance sheets, together with the underlving
market and operating assumpnons:

= capital spending plans; and

= financing alternatives and contingencey
plans.

It should be understaod that Standard &
Poor's ratings are not based on the issuer’s
financial projections or management’s view
of what the furure may hald. Rather, rarings
are based on our assessment of the compa-
ny's prospects. However, management’s
financial projections are a valuable rool in
the rating process, hecause they mdicate
management's plans, how management
assesses the companys challenges, and how
it mtends ta deal wirh problems. Projecnions
also depict the company™s financial strategy
in terms of anticipated reliance on internal
cash flow ar cutside funds, and they heip
articulate management’s financial objecrives
and policies.

Management meetngs with campanics new
tu the raving process typically Jast two o four
hours—or longer if the company™s operagons
are particularly comples. Tt the isner s
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domiciled in a country new ta ratings or par-
raipaces in a new mdastry, more time i usu-
ally required. When, iin addicion, there are
major accounting issues to be covered, meet-
mgs can fase a foll day or two. Short, formal
presentations by management may be nseful
tonrreduce areas for discassion. Qur prefer
ence 15 for meetings ta be fargely mformal,
with ample dme allowed tor quesoons and
responses. (AL management meenngs, as well
as ar all ocher tmes, we welcome the compa-
ny's questions regarding our procedures,
methodology, and analvtical criteria.)

Rating Cammities

Shartly afrer the issuer meeting, a rating com-
mittee, normally consisting of five to seven
voting members, 1s convencd. A presencation
is made by the industry analysc to the rating
committee, which has been provided with
appropriate financial statistics and compara-
tive analvsis. The presentation follows rhe
methodology outlined i the methodology
section of Corporate Ratings Crireria. Thus,
tr ingludes analvsis of the nature of the com-
pany’s business and its operatiag envivon-
ment; evaluation of the company’s straregic
and tinancial management; financial analyss;
and a raring recommendation. When a specif:
ic issue is to be rated, there is an additional
discussion of rhe proposed issue and terms of
the indenture.

Orce the raring is determuned, the compa-
ny is notified of the ratng and the major con-
siderations supporting it. It is cur policy to
allow the isseer to respond to the raring deci-
s1om prior to its publication by presenting
new or additional data. Standard & Paars
enrertains appeals in the mrerest of having
availahle the masr information possible and,
thereby, the most accurace ragings. In the case
of a decision to change an extant rating, any
appeal must be conducred as expediriausly as
possible, Le, within a dav or two. The com-
mirree reconvenes 1o vonsider the new mior-
mation. Afrer nodfying the company, e
rating is Jdissemimared vra the media, or
released o the company for disseminanon in
the case of privare placements or corporage
credit ratings.

In wrder to maintain the incegriny and
objectivity of the rating process, Standard &
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Poors internal deliberations and the idenn-
ies of those who sac on a rating commirree
are kept canfidential, and net disclosed to
the issuer.

Suievatiange

Corporate ratings on publiclv distributed
issues are monicared for ar least one vear, The
company van then clect to pay Standard &
Poar’s to conrmue survellance, Ranngs
assigned at the company’s request have the
optian of surveillance, or being en a “point-
in-rime™ basis, Surveillance is perfarmed by
the same industry analysts who work on the
asstgnment of the rarings. Ta facilitate sur-
veillance, companies are requested to put the
primary analvst on mailing lists ta receive
inrerim and annual financial statements, press
releases, and bank documents, imcluding com-
pliance certinicares.

The primary analvst s n penodic tele-
phone cantact with the company o discuss
ongoing perfarntance and developments.
Where these vary significantly from expecra-
rions, or where a major, rew financing
transaction is planned, an update manage-
ment mecting is appropriate. We also
cncourage cumpanics to discuss hyparheti-
cally—again, in strict confidence—cransac-
rians that perhaps are anly being
contemplated {e.g., acyuisitinns, new finane-
ings), and we endeavor ro provide frank
feedhack abour the porential ranngs impli-
carions of such rransacrions.

In any event, management mMeetings rou-
tinely are scheduled at least annually. These
mueetings enable analvses ro keep abreast of
management’s view of current develap-
ments, discuss business units that have per-
formed differently from original
expectations, and be apprised of changes in
plans. As with ininal management meenings,
Srandard & Poor's witlingly provides guid-
ance in advance regarding arcas it belweves
warrant emphasis ar the meeting, Typeally,
there is ro need o dwelt on basic informa-
non covered at the inal meening.

Aparr from discussing revised projecnions,
wis aften helpful to revisie the prior projec-
rions and to discuss how acrual performance

varicd, and why.
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A sigmificant and increasing proparnion of
meerings with company officials takes place
on the company’s premises. There are several
reasons: ro faalitare increased exposure ta
management persannel—partcularly ac the
operanng level; obrain a first-hand view of
critical tacilities; and achieve a betrer under-
standing of the company hy spending nrose
tirme revicwing the business units in deprh.
While we actively encourage meetings on
company premises, tune and scheduoling con-
straines on hoth sides dictate thar arrange-
ments for these meetings he made some nime
n acdvance.

Recause rhe sraft s arganized by specialry,
credit anatvses typically meet each year with
most majur compantes in their assigned area
ta discuss the mdusory nutdaak, busimess
strategy, and tinancial forecasts and puali-
cies, Tlus way, campettors” forecasts of
market demand can be compared with one
anorther, and we can assess implicarions of
compentors” sirategics for the entire indus-
try. The credir analvst can judge manage-
ment's relative optinusm regarding market
growth and relative agpressiveness in
approaching the markerplace.

Imporrntly, the analyst compares business
strategivs and finanaial plans aver time and
seeks to understand how and why the
changed. This exercise provides inwghes regard-
g management’s abilines with respect T fore-
casting and implemenung plans. By meeting
with different managements over the conrse of
a year and the same management year afrer
year, analysts learn to distinguish berween
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those with thoughtful, realsstic agendas and
those with wishful appraaches.

Management credibility 1s achieved when
the record demonstrates that a company’s
acrions are cansistent with its plans and
ohjectives. Onee carned, credibiliey can help
to support continuity of a particular raring
level, because Standard & Poor's can rely
on management to du what it says to
restore creditworthiness when faced with
financial stress or an important restructur-
ing. The rating process benefits from che
unique perspective nn credibihry gaived by
extensive evaluarion of management plans
and Financial forecasts over many vears.

Rating Changes

As a result of the surveillance process, st
sumetimes becomes apparent that changing
conditions require reconsideration of the
ourstanding debt rating, When this occurs,
the credit analyst undertakes a preliminary
review, which may lead to a CreditWartch
listing. This is fallowed hy a comprehensive
analysis, communicarion with managenent.
and a presentation w the rating comnureee,
The rating committee evaluates the

matter, arrives at a raong decision, and
notifics the company-—-after which
Standard & Poor's publishes the ratmg,
The process is exactly the same as the
raring of 4 new issue,

Reflecting this surveitlance, the timing of
rating changes depends neither on the sale
of new debt issues nor on vur internal -
schedule for reviews,
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Rating Methodology:
Industrials & Utilities

tandard & Paor’s uses a format that divides the analytical

task, so that all salient issues are considered. The framework

we use looks first at fundamental business analysis; then comes

financial analysis.

Credit ratings often are idenrnified with finan-
¢ral analysis, and especially ratios, But icis
critieal ro realize thar ratings analvsis starrs
with the assessmenr of the business and com-
petitive profile af the company. Two compa-
nies with identical finanvial metrics are rated
viry differently, to the extenr thar their busi-
ness challenges and prospects differ,
Standard & Poor’s developed the matrices
shown below to make explicit the rating out-
cumes that are rypical for various business
risk/financial risk combinations.

Business Risk/

Financigl Risk Mazrix

Table ¥ illusrrates che relarionship of huainess
and financial risk profiles to the issuer credit
rating. Table 2 shows the financial risk ratios
for industrial companies.

How can one use the marrices ra betrer
understand rating conclusions? Tere is
one lustration:

Company ABC is deemed o have a satistac-
tory” business risk profile. (e is rypical, in thar
respect, of investment-grade mdustrial corpu-
rates—whar we previously labcled *average'.

If ABC's financial risk were ‘inrermediace’,
the expected rating assignment should be
‘BBB. The able of indicative ratios can be
used as o stmple starnng point. ABC's rarios

of cash tflow ro debr of 33%0 and debr lever-
age of 40 are charactenstic af “intermaedh-
ate’ financial nisk. o reality, of course, the
assessment of financial risk is not so simplis-
tic! It encompasses financial polcies and risk
toleranue; several perspectives on cash tlow
adequacy, including free cash flow and the
degree of flexibiliry regarding capital expen-
dirures; and various measures of Eguidity,
including coverage of short-term maruriries.

Company ABC can aspire ro hemg
upgraded o the *A” category, by reducing its
debr burden to the paint thar cash flow o
debt 1s over 60% and Jebr leverage is anly
25%. Conversely, ABC may choose to
become mure financially aggressive—sav, 1o
reward shareholders by borrowing to repur-
chase shares. It can expect to be rated s rhe
AR caregory it its cash flow ro debr racio 1s
20% and debr leverage remains helow 55%,
and there is a commitment to keeping
finapces ar these levels.

The rating outcames indicared are not
meant to be precise. There can always be
small pasitives and negatives char would
lead ra a notch higher aor lower than the
tvpical vutcomes. Morcover, there will
alwavs he exceptions—cases that do not fit
neatly inta this analvrical frramewark: For
example, liguidite concerns or htigation

could pose overarching risks.
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Raling Methodalogy

The matnx does nor address the lowest
rungs of the eredit spectram, fe.. the "CCCT
category and below. Those ratings alwavs
retlect some impending crisis or extraordi-
nary vulnerahility, The balanced approach
thar vaderfies the marrix framework just does
not work well for such situations,

Standard & Poor's strives for transparency
around the ranng process. [t should be appar-
ent, however, that the ratings process cannot
be ennrely reduced to o cookbaok approach:
Ratings incorparate many subjective judg-
ments, and ranain as much an art as a scienee.

Cornaraie aredit anelysiy factors,

There are several categorivs underlying both
the business and financial risk assessments.
These can vary by industry, in order to tocus
on the most relevant factors.

» Country risk

» Industry characteristics

= Company position

s Product portfolin/Markeung

» Technology

= Cost efficiency

# Strategic and operananal managemuent
conperence

+ Profitabilivy/Peer group comparisons

sk

r o Accounting

Eopan

= Cuorpurate governance/Risk
rolerance/Financial policies

v Cash-flow adequacy

» Capital Structure/Asset Protection

v Liguidity/Short-term factars

fndnstry risk

Fach raung analvsis beging wirh an assess-
ment af the company’s environment. The
degree of operaung nsk facimg 4 parncipant
in a given business depends on the dynames
of that business. This analysis focuses on the
strength of industry prospecrs, as well as the
competitive facrors aftecring thar indusery,

The many tactors assessed include industry
prospects for growth, stability, or decline,
and the pattern of business cycles {see
“Cyelicaliny™). [t is critical, for example, 1o
derermune vulnerability o weehnological
change, labor unrest, or regulatory interfer-
ence. Induseries that have long lead times or
that require fixed plant ot 2 specialized
nature face heightened risk. The implications
of ingreasing compention abviously are cru-
cial, Standard & Poor's knowledge of invest-
ment plans of the major plavers in any
indusory offers a unigue vantage point from
which to assess comperitive praspects.

While any particular profile cacegory can
be the overriding rating considerauon, the
industry risk assessmoent can be a keyv factar
in determining the rating to which sny par-
ticipant w the indusery can aspire. [t would
be hard to imagine assigmng AN and "AAN
debt ratings to companies with extensive
partcipation in industries of above-average
risk, regardless af how conservative therr
financial posture, Examples of these mndus-
tries are integrated steel makers, tire and
rubber companies, home-builders, and most
of the mining secron

Conversely, some mndustries are regarded
favorably. They are distinguished by such

craits as steady demand growth, ability to
matntan margins without impairing farure

Firancial Risk Profile

Business Risk Profile  Minimal Modest

Vomnratiia 53]
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prospects, flexibility in the timing of capiral
outlays, and moderate capical intensity,
Industries possessing one or more of these
atrributes include manufacturers of branded
consumer products, drug companies, and
publishing and hroadcasting. High marks in
this vategory do not translate into high rat-
ings for all industry parucipants, but che
cushion of strong industry fundamentals pro-
vides helpful support.

Again, the industry risk assessment sers the
stage for analyzing speafic company risk fac-
tors and establishing the priarity of these tac-
tors in the averall evaluation. For cxample, if
technology s a crinical competirive facror,
R&D prowess s stressed. IF the industry pro-
duces a caommadity, cost of production
assuUMes majar importance.

Keays 16 S1IGCASE

As part of the industry analvsis, key rating
Factars are idenafied: rhe kevs ro suceess
and areas of vulnerahility. A company’s rar-
ing 1s, of course. cruciallv affected by 1ty
ability to achieve success and avaid pirfalls
in irs business.

The nature of competition is, obviously,
different for different industries, Competition
can be based on price, quality of producr,
distriburion capabilities, image, product dif-
ferentiation, service, or some other factor.
Compettion may be on a nacional basis, as is
the case with major appliances. Tn other
industries. such as chemicals, competition is
glubal, and in sull athers, such as coment,
cempetition is strictly regional. The basis for

corapetition determines which factors are

analyzed for a given company.

For any |'h1l'1'it.‘ll|;ll‘ COMpPpany, ale ar more
factors can hold special significance, even if
thar factor is not common o the industry.
Far example, the fact that a company has
only one major production facility normatly
1s regarded as an area of vulnerabiliry,
Simdarly, rehance on one produce ereates
risk, even if the product is highly successful.
For example, a pharmaceutival campany has
reaped a financial bonransa from just two
medications, The company™ debt is reason-
ably heghly rared, given ies exceptional profirs
and cash flow, bur it would be viewed sull
maore favorably were it not for the depend-
cnce an only wo drugs (which are, afrer all,
subject to competition and parent expiraticin).

Diversification factors

When a company participates in maore than
vne business, cach segment s separately ana-
lvzed. A compesite s formed from these
Fuilding blocks, weighting cach element
dccordig ros mportance 1o the overail
organization. The putential benefits of diver-
sification, which may not be apparent from
the addinive approach, are then considered,

A truly diversified company will not have
a single business scgment thar is deminant.
One major auromobile company received
much attention for “diversilving” inra aerc-
space and computer processing. But it never
became a diversified company, because its
success was stll derermined substantially by
anc line of business,

Linuted credit s given if the various hnes
of busmess react similarly to ccononic eveles.
For example, diverstticauon trom nickel mro
copper cannot be expected ta stabilive per-

Cash flow (Funds from operation

Mimimal
togdest

"t A palEe ST AR AR, 30 2RRefIT 1 200 Alert s T

Stundard & Poor'c # Corporate Ratings Criteria 2006

sebt el

Ouer 8D

5
30-45
RRLE

- Bt;ir;\.\"T.B‘- o o Over CE

I"THUE

21




Rating Methodology

tormance: simlar risk factors are associated
with both muetals.

Maost crivical is a company’s ability o man-
age diverse operanons, The skills and prac-
nees needed to run a business differ greatly
among induastries, not o mention che chal-
Tenge posed by partcipation in several differ-
ent induseries. For example, a number ot
vid-ine industrial companies rushed o diver-
sity into financial services, only ro find them-
selves saddled with unfamiliar businesses they
had difficalty managing.

Some companies have adopted a portfolio
approach to their diverse holdmgs, The busi-
ness of buying and selling bhusinesses is differ-
ent fruom rumung operatons and is analyzed
differenthy. The ever-changing characrer of the
comnpamy’s assets typieallv s viewed as a neg-
atve, On the other hand, there 15 otren an
offserting advantage: greater dexibilicy
raising funds if cach line of business is a dis-
crete unit thar can be suld off.

Size considarations

Standard & Poor’s has no minimum size cn-
teriom for any givern raang lesvel. However,
size turns out ta be significanty correlated
ratings, The reason: sive often provides a
mueasure of diversification, andfor affects
campentive position.

Smafl companies also can possess the com-
petitive henefits of a donunant narker posi-
tion, although that 1s not comman. Qbviously,
the need w have a broad product line or a
national marketing structure is a factor in
many businesses and would be a rating con-
sideration, [n this sense, sheer mass 1s not
important; demonstrable market advantage 1s.

Marker-share analysis often provides
mmportant msiehts, Howeven, farge shares
are naralwavs synonymous with comperinve
advantage or industry dominance, For
imafance, if an indastry has a number of
large but camparably <ized participants,
none nuay have a particular advanrage or
disadvantage. Canversely, of an mdustry s
highly fragmenred, even the large companies
mav lack pricing leadership potenuial, The
exctle indusery is an example.

Smatl companies are, almost by definicion,
more concestratad in terms of product, num-

ber oF custmers, or geography, In effect, they

www. corporatecriteria.standardandpoors.com

lack some elements of diversificanion that can
henefit larger companics. Te the exten that
markets and regional economies change, a
hroader scope of business affards protecnon,
This considerarion is balanced against the per-
formance and prospects of a given business

In addition, fack of finanaal flexibility s
usually an important negative factor m the case
of very small companies. Adverse develop-
ments that would simply be a setback for com-
panies with greater resoutees could spell the
endd for companies with limited aceess to funds,

There is a controversial notion that small,
growth-oriented companies represent a betrer
credic risk than older, dechmng companies.
While chis is intuicively appealing v some, 1o
jgnores some impurtant consmderations, Large
companies have substanrial staving power,
even if their husiesses are roubled. There
constituencies—inchichng iarge numbers of
employees—ucan influence thoir fates. Bauks
exposure to these companies may be quite
extensve, creating a refucrance o abandon
them. Moreover, such companies uften have
accumulated a lar of peripheral assers that
can be sold, In contrast, the promise af smal!
companies can fade very quickly and their
ninuscule equity bases will offer seant pro-
tectinn, espectally given the high deht burden
some companies deliberarely assume.

Fast growth often is subject to poor execu-
tion, even if the idea 15 well canceived. There
also is the risk of overambition, Maoreover,
some companics tend to continue high-risk
financial policies as they apgressively pursue
ever-greater nhjectives, limsting anv credic-
guality improvement. There 15 little evidence
to suggest growth companies ininally receiv-
ing speculative-grade ratings have particular
upgrade potential. Many more defaulred over
time than achicved mvestment grade. (i
exploration, retail. and high technology com-
panwes especiatly have been valuerable, even
though their great potential was taured ar che
rime they first came ta marker.

Rlanagaement ovabuiahss

Management v asseased for its eole in deter-
nuning operational suceess and abso for s
risk tolerance. The Hrst aspect 1s incorporaced
m the busmess-risk analvas; the second is

weighed as a financial policy facror
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Subjective judgments help derermine cach
aspect of management evaluation, Opinions
formed during the meetings with senior man-
JECHICNT a%e d$ important as management's
track record. While a track record mav seem
1o offer 2 more objecrive hasis for evalua-
tion, it often is difficult to decermine how
resuits should be artribured to management's
skills, The analvst must decide to what
extent they are the result of good manage-
ment: devoid of management influence: or
achieved despite management.

Plans and policies are judged for their real-
ism. How they are implemented determines
rhe view of management consistency and
credibiliry. Srated pohcies often are nar 1ol-
lowed, and the ratings may reflect skepticism
unril management has cstablished credibiliny.
Credibility can become a cricical issue when
a company is faced with stress or restructur-
ing, and the analyst must decide whether to
rely on management to carry out plans for
restoring creditworthiness.

Giher aorgenizationallcoerporale

cuiture considaralions

Standard & Poor’s evaluation is sensitive to
potential organizational problems. These
include situations where:

s The company has a highly aggressive
business model, ¢.g., grawing through
large acquisitions or expansien into
unproven markers;

The company has made frequent and sig-
nificanr changes 1o 1ts strategy;

« The campany has a history of retrenchment
and restructurng;

= There is significant organizational rehance
on an individual, especially one who may
he neanng retirement:

* The transition from entreprencurial or fam-
ily-hbound ro professional management has
vet 16 be accomplished,

# Management compensanon is excessive
ar poorly aligned with the interests of
stakeholders;

* There is excessive management rurnover;

» The company s mvolved m legal, regularo-
rv, or tax disputes o a significantly greater

extent than its peers;

Stundard & Poar's = Corporate Ratings Criteria 2006

» The company bas an excessively complex
legal structure, perhaps emploving mtrware
off-halance-sheer strucrures;

= The relanionship benween organmzanenal
structure and managemend strazepy
s unclear;

» Sharcholders impaose constraings onr man-
QECNICAE Preropatives;

* The tinance function and finance consider-
atians do not receive high organizational
rECuERITIon; :

« The company is particularly aggressive in
the application of accounung standards, or
demaonstrates o lack of apagueness i irs
financial reporring (see afso " Acconntmg
Clraracteristics,” belown, and;

» Muanmagements financial policy is exceprion-
ally aggressive, as evidenced by heavy dehe
usage or a history of aggressive actions te
dircetly reward sharchaolders (see afsa
“Fonancial Policy.” below).

(See also " The Frofvmg Role of Corporate

Governance in Credit Rating Analysis. ™)

wnng pertormancs and cisk
Having evaluared the issuer’s compettive
pusition and operating environment, the
analvais proceeds to several financial care-
gories, T reiterate: the company’s business-
risk profile determines the level of fimancial
risk appropriace fur any rating category.

Financial risk is portrayed largelv through
gquantitative means, particularly by using
financial ratios. Profirability benchmarks
vary greatly by industey, bue broad meas-
ures of financial risk are correlated ro the
company’s level of husiness risk (which
incorporates horh the idusrry and position
within the industryy,

Several analvoical adjustments topically
are required to calculare ratios for an
individual company. Cross-border compar-
isons require addinional care, given the dif-
ferences in accounting conventions and
I

ocal financial systems.

Finanaal starements fand relared disclosures?
SCTVe as nur Pl'iln:'lry SOArCe (3{ El'lf\’lr}n.l“llll
repardmg the finangal condion and fman-
cial performance of indusirial or utiliy com-

23




Rating Methodology

panies. The analysis of financial seatements

begins wirth a review of accounting characrer-

istes, The purpose 1s to determine whether
rativs and statistics derived from the stare-

ments can be wsed appropriately o measure a

company’s performance and position relatve

o bath s diveet peer group and the larger

unmiverse of corporates. The racing pracess is,

i pact, one of comparnsons, so 1 1s impos-

tant 1o have a commeon frame of reference,
The starting point of accounting quahsy

analysis is an understanding of Jitferenc
national and international aceaunting frame-
works, as these vary widely. Recent inoves to
adopt teenational Financial Reporting

Standards HFRSY in many countries—includ-

ing Auseralia, Canada, and across the

Eurppean Union—as well as an ongoing

effort to effect convergence berween ULS.

GAAP and IFRS, oltimately covld enhance

comparabidity among companies. However,

this sught not be seen as a panacea. Wirhin

IFRS, just as within the separate national

accounting systems, companies are called

upen ro chose amang numerous alternarive
methods—for example, cost as opposed to
fair-value methods—and the resulting differ-
enwes can have a signifweant effect on compa-
rahibicy among peers. In addition, even in
applying the same methods within the same
accounting frameworks, companies show
varving degress of aggressiveness in the
underlying estimates and judgments they
emiploy. Moreover, the carrving valoe of
assets can be grearly influenced by the histori-
cal development of a company—for example,
whether 1t bas grown primanly through inter-
nal development or through acquisitions, or
whether it previously underwent a leveraged
huyour or bankruprey renrganization—and
chis also affects many of the quauntitanve
measures eriploved in financial analvsis,

Some of the accounting nsues o be
reviewed include:

« Consalidation hasis. The accounting
approach to consalidation may differ from
haw we Jdefine the cconomic entity for ana-
lvtical purposes,

= Revenue and expense recognrition. For
example, pereentage of completon com-
pared with comiplered contract in the con-

striction indusery:

www.corporatecriteria.standardandpoors.cam

s Cash and investments, For example, are
ivestments valued ar cost or marker?
» Regeivables—rtrade aud finance. For exam-
ple, how conservanve are loss provisions?
= Inyentary valuason methods. For example,
FIFQ or LIFO;

» Fixed assecs—including depreciaton meth-
ads and asser lives;

* Intangible assets, inchuding treatment ot
gaodwill;

s Poscretirement benefits oblipatnons {(sev dis-
cuessiont i the “Criteria Topics” section);

Orther liabilities and contingent ohliganiens,

recognized on the balance sheet and other-

wise, such as operating leases, environmen-
tal liabilities, nsset retirement ohlipations,
puarantees, litigation:

= Derivatives and hedges;

= Fareign currency;

= [nflation accounting;

» Cash-flow matcers. For example, 1o what
extent are K& and interesc costs
expensed racher chan capitalized? To what
extent is operanng cash flow aftected by
NOATCCULTING IS ?

= Segment reporting. How are segments
defined, and how are transfer prices for
transactions between segments determined?
To the extent possible, analytical adjust-

ments are made 1o better portray reality and

to level the differences among companies.

Although it 1s rarelv passible to complerely

recast a company's Fnancial statements, it 1s

important to at least have seme noton of the
extent to which different financial measures
are overstated or understated, Apart from its
inportance to the quantitatve aspects of the
analysis, conclusions regarding accouncing
characteristics and financial transparency can
also influence qualitative aspects of che
analvsis, such as the assessmene of manage-
ment, inctuding financial policy and internal
information systems,

As part of its surveillance process,
Standard & Poor's closely monttors rhe
potential impact of pending changes in
accounting standards. Such changes do not
have any dircer tmpact on credir qualiy:
however, accounting changes mav reveal now
information abour a cumpany—mtormanon
that then needs o be factored intn our
understandimg of the company. For example,
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the ratings far a few LS, companies were
Jowered following rhe implementation of
new accounting for retivee medical liabilities
in the early 1990s, because hirele mifurmation
previously was avatlable about these abliga-
nions, It also is passible accounring changes
could trigger financial covenant vielations or
regulatory or ax consequences, and could
even influence changes in business behavior,
such as a change in hedging policy.

Srandard & Poor’s typically relics an audic-
ed financial statemencs, and does not view its
rale as *auditing the auditors.” Flowever, a
rating can sometimes be assigned even in the
absence of audired statements. This especially
is the case when a new company is formed
fram a diviston of another company thar did
praduce audited financials. In other cases,
there may be unaudited phvsical dara—-such
as ail-production data—that correbarares
company results. In anyv event, to the extent
“informaden risk” exists, it can influence the
level of the rating assigned. In cascs where
the information uncertainey is so significant
thar it prectudes a meaningful analysis, we
would decline to assign a rating.

An mereasing number of companies are
faced with the finding of accounting and
financial reporting irregularities of various
types, Their anditors may idenify “marcerial
weakness™ in the accounting systems. Actual
mistakes—or even traud—may have been
uncavered, The SEC or ather regularory
agencies may order “formal™ or “informal”
investigations of the accuracy andfor adequa-
cv of financial reporting. In many instances,
there is no way for us to immediately knaw
how serfous any of these rroubling events will
curnt aut to be. The underlying realiry can
range from an almasr trivial problem w com-

plete aadit and financial failure. tAnd, occa-

sionally, a small problem can turn into a
large one, as “headline risk™ rakes a roll on
the company’s access to iinancing,}
Standards & Poor’s seeks to assess the
potential ramificatiens. possibly through fur-
ther discussions with management. in-house
or external legal counsel, auditors, independ-
ent members of the hoard and the audir com-
muttee. However, in some such cases, derasled
mfarmation mav not he available for some

time, and we will reace, of necessary, based on

Standard & Poor’s ¢ Corporate Ratings Criteria 2006

the best available imformarion, through
CredicWarch acnions. intermediate ranng
changes or in exrreme <ases wath the suspen-

sion or withdrawal ot the ratings.

Fiivar ot poboy

Srandard & Pour’s attaches grear importance
to management's philosophies and policies
involving financial risk. A surpnsing nunber
of companies have not given this quesrion
serious thoughr, much less reached strong
conclusions, Fur many others, debt leverape
(calculated withour any adjustment to repor-
edd figuresi is the only focal poinr of such pol-
icy considerations, More saphisncared
bustness managers have thoughrful policies
that recognize cash-flow parameters and the
interplay berween business and financial risk,

Even companies that have set goals may not
have the wherewithal, discipline. or manage-
ment commitment to achieve these objectives.
A company’s leverage goals, for example,
need ro be viewed in the context of its past
record and the financial dynamics aftecting
the busiess. Homanagement states, as manv
de, that 1ts goal s to operate with a 35%
debr-ro-capiral ratin, we factar that ine onr
amalvsis only o the extent it appears plavsi-
ble. For example, if a company has aggressive
spending plans, thar 35% goal would carey
lirtle weight, unless management has commit-
red to a specific program of asset sales, equity
sales, or other actions that v a grven nme
period would prodoce the desired resulrs.

Standard & Poor’s daes not encourage
companies to manage themselves with an eve
taward a specitic rating. The more appropn-
are approach is to vperate fur the good of the
business as managemenr sces 17, and et the
rating tollow. Certainly, prudence amd credic
quabity should be amang the most important
considerarions, but financial policy should be
consistent with the needs of the business
racher than an arbicrary constraing.,

If uppurtunities are foregone merely to
avoid financial risk. the company 15 making
paor straregie decisions, In fact, it may be
sacrificimg long-term credir guality far the
facade of tow risk in the near rerm. One
Prsancial aroigle desenbed 3 company thar
curtaited spending expressly “ro became an
“A-rated company.” As a resulr, "o the

r
an
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compans % husiness responded poorly tooan
merease momarket demand, Needless o say
the sought-atter “A° rating continued to
ctude the company.”

In any event, pursuit af the highest rating,
attainable is not necessarily i the company’s
best inrerests. "AAA mav be the highest rat-
ing., bur that does not suggest that it is the
“best™ rating. Typically, a company with vir-
twatly no fimanctal nisk 15 nut optimal as far
as mmecong the needs of ies various constituen-
e, An undereveraged company s not mini-
mzing its cost of capital, thereby depriving
ity owners of putenually greacer value for
rheir investment, In rhis lighr, 2 corporate
objective of having s debr rated ‘FAAA or
‘AN is at umes suspect, Whatever a compa-
ny's financial track record, an analyst must
e skeprical if corporate goals are implicidy
irrational, A company’s *conservative finan-
cial philosophy™ must be consiseent wich irs
overall goals and needs.

Broti

sty and coverrgge
Profir putennal s o4 cricical determinant of
credit protecoon. & company thar generares
higher operatng wmargins and rerurns on
capital has a greater ability to gencrate equi-
ry capiral irernadly, attract capiral excernal-
[v. and withstand business adversity,
Earnings power ulgmately attests to the
value of the company's assers, as well, In
face, a company’s prafit performance affers
a lirmus test of s fundamental health and
comperitive posttinn, Accurdingly, rhe con-
clusions aboue profitability shauld contirm
the assessment of business risk,

The mure significanr measures of prof-
ttability are:
= Pretax, pre-intevest return on capital;
» Operating come as a percentage of

sales; and
» Farnings on business segmient assets,

While the absolute levels of ratos are
important, 1t 1s equally impartant to focus on
rrends and compare these ratios with those of
compeuters, Various industries follow difter-
ent evedes and have different earmings charac-
rerrsrics. Therefore, swwhar may he considered
favorahle tor ane busingss mav be relarively
poar for anndher. For examiple, the drog
industry usually generates high nperating
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margins and high retarms on capreal. Detense
conbrctars generdte low operating margins,
but kigh returns on capital. The pipeline
industry has high operatng margins and low
returns an capical. Comparisons wich g com-
pany’s peers influence our pereeption of its
competitive strengths and pricing Hexaibalivy,

The analysis proceeds from historical per-
formance ro projected profirahiliry. Because a
rating s an assessment of the likelihood of
thnely pavments in the futtre, the evatuation
emphasizes future perrormance. However,
the raring analysis does not attempt to fore-
cast performance precisely or to piapoint
ceonoinic cyeles. Rather, the forecast analysis
considers variability of expected future per-
farmance based on a range of economic and
Competitve scenarios,

Paroicularly mmportant are management’s
plans for achieving rarnings growth. Can
existing bisinesses provide satisfactory
grawth, especially in a low-inflatian envi-
ronment, and 44 \’L’h:]r exXIent arc l]Cqﬂl.‘:lrlI)"S
or divestitures necessary to achieve corpo-
rate goals? Ac tirst glance, a marure, cash-
generating company offers a great deal of
bondholder protecrion, but Standard &
Poaor's assumes a curporation’s cencral focus
is to augment sharchulder value over the
long run. [n this context, a lack of indicated
earnings graweh patential is considered a
weakness, By itself this mav hinder a conpa-
ny's ability ro arerace tinancial and human
resources. Moreover, limired mternal earn-
ings growth opportunities may kad manage-
ment to purste growth exrernally, implhang
greater business and finanaal cisks.

Farnings also are viewed in relation to a
company’s burden of hixed charges, Such
ratios link profit performance with pure
financing considerations, such as aggressrve-
ness of debt usage. The two primary fixed-
charge coverage rating are:

« Earnings before interest and taxes (EBIT)
coverage of interests and
* [armings before interest and taxes and rent

{EBITR) coverage of interest plus cotal rents,

If preferred stock s vuestanding and mare-
rial, coverage ratios are calculated bath
including and excluding preferred dividends,
tor reflect the company s discretion over pav-
ing the dividend when under steess. Similarly,
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if interest pavments can be deterred, adjuse-
ments (o the caleulation help caprure the
campany’s tlexibility in making payments.

To retlect more accurately the angoing
earnings power of the campany, reported
profic figures are adjusted, These adjusrments
remave the effect of foreign-exchange gains
and lasses; litigation reserves; wriredowns
and other nonrecurring or exrra-ordinary
gains and losses: and unremirted equiry eam-
ings of a subsidiary.

In seme countriey it is not uncummon for
induserial companies to establish their treas-
ury operations as a profir center. In Japan, for
zaiteku Fimancing™ refers

“

example, the term
to the practive of generatng profits chrough
arbitrage and other financial-marker rransac-
tians, If financial posinon-taking is a material
part of a company’s aggregate earnings,
Standard & Poor’s segregates those earnings
to assess the proficability of the core business.
We also may view with skepticism the shifity
toy realize such profits on a sustaincd basts
and may treat them like nonrecurring gains.
Similarly, there are numerous analyvtical
adjustinents ro the interest amounts. [nterest
thar has been capitalized is added back. An
interest compuonent is compured far debe
equivalents such as operating leases and
receivable sales. Amounts mav be subtracted
to recognize the impact of borrowings in
hyperinflationary environments or borrowings
to support cash investments as part of a tax
arbitrage strategy. And interest associated
with finance operations is segregared in accor-
danee with the merthadalogy spelled our in
“Finance Subsidiaries” Raring Link to Parent™.

Earnings differances

Shareholder pressures and accounting stan-
dards in certmn countrics—such as rhe US,—
can result in vompanies seeking to maximize
prafits on a guarter-ro-quarter or shore-term
basis. In other regrons—aided by local rax
regulation—it s narmal pracrice to take pro-
VISIONS ARAINST CArnings i good rmes 1o pro-
vide a cushion against downturns, resulting
m a long-run “smoothing™ of reperted prof-
its. Given local accounting standards, it 15 nor
rare to see a Swiss or German company
vaguely report “other income™ or “ather
expenses "—larpely provisions or provision
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reversals—as che largest line items in a probir
and loss acconnt, In meenings wath manage-
ment, Standard & Poor's discusses provision-
ing and Jepreciation pracrices to see ro what
extent a company emplovs nancash charges

tr reduce or bolster earnings.

Capital strusturaleverae
and a2
Ratios emploved by Standard & Pourk to

s oprolaeiion

caprure the degree of leverage nsed by a com-

pany include:

v Toral deht/raral debr + equinyg

s Total debe + off-balance-sheet
fiahilitiesAotal debt + aff-halance-sheer Ta-
bilities + equiry; and

» Tatal debt/total debr + market value

of equity,

Traditional measures focusing on long-
rerm debe have lost much of their signifi-
cance, hevause companies relv increasingly
on short-termt borrawings. [t s new com-
monplace (o find permanent lavers of shaort-
term debrt, which tinance nar anly seasenal
waorking capital but aiso an ongoing poroon
of the asser hase.

In many countries, netably in Japan and
Eurepe, local practice is to maintain a high
level of debr while holding a large portfolio
of cash and markerable secuntics, Aany
companies manage their finances nn a “net-
debr™ basis, [n these situarions, we focus an
net debr to capital—and, similarly, necinter-
est voverage. and cash flow to nee debr.
When a company consistently demonstrates
such excess liquidity, debe leverage is caleu-
lated by nerting our excess liguidity from
shart-term borrowings. Fach situation is ana-
Iyzed on a case-by-case basis, subject te addi-
tional information regarding a company’s
liquidity position, normal working cash
needs, nature of short-term borrowings, and
funding philosephy. Funds earmarked for
future use. such as an acquisition or a capital
profect. are not netred out. This approavh
also s used, for example, i the case of cash-
rich U8, pharmaceucical vompanies tha
CTjoy faa arhitrage opparrenites with
respect to these cash holdings,

What 15 considered “debt™ and “equiry”
fur the purpose of ratoe caleularion is nat
always so simple (See “Eqmity Credit: What
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It Is, And Howe T Get It ™), In the case of
hybnd secunties, the anabysis is based on
their features—nos the accounting or the
nomenclature. Pension and renree healeh
obligations are simifar to debt in many
respects, Thetr trearment is explained in
“Postretirement Obligations.”

Indeed, nut all sulbitleries and complexites
lend themselves to raco analysis. Griginal-
issue discount debr, such as zero coupon
debr, is included at the acereted value.
Haowever, since there is no sinking fund pro-
vision, the debt increases with time, creating
a moving target. (The need, eventually, to
refinance this growing amount represents
another risk.) In the case of convertible debr,
It is sumewhat presumproeous to predict
wherher and when canversion witl oceur,
making it difficult to reflece the real risk pro-
file in ratio form,

A company’s assct nux is a critical determi-
nant of the appropriate leverage tor a given
level of risk. Asscrs with stable cash flow or
market values jusnfy greater use of debr
finaneimg than those with clouded mar-
ketahility. For example, grain or tobaceo
inventory would be viewed posinvely, con-
parcd with apparel or clectronmes inventary;
transportation equupment is viewed more
lavurably than other equipment, given its
sintabiliey for use by other companies.

Accordimgly, we believe it s erincal o ana-
lvre each rype of business and asset class in its
own right. While FASB and 1AS now require
consulidation of nonhomogenous business
units, we analvze each senaracely. This is the
basis tor our methodolegy for analyzing cap-
tive finance companies (See “Finance
Subsidiares’ Rating Lk to the Parent ™1,

Aogat valuation

Knowing the true values ta assign a compa-
v s asses s key to the analvsis, Teverage as
reported in the fnancial staremenes 1s mean-
mghess of the assets” hook values are marenat-
lv indervalued or evervalued relanive to
ecanomiv value, Standard & Poor’s considers
the profitability of an asset as an appropriate
hasis for derermining ity ccononue value.
Market values of 3 companys assets or inde-
pemdent asset apprasals can alfer addinonal

mnsights. However, there are shorcomings in
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these methods of valuation fjust as there are
with historical cost accounting) that prevent
reliance on any smgle measure. Simlarly,
ratios using the market value of 2 company’s
equity in calealations of leverape are given
limited weight as analytical rools. The stock
market cmphasizes growth prospecrs and has
a shart time horon; 105 influenced by
changes in alternative investment epportuni-
ties and can be very volatile. A company’s
ability o service its debt s not affecred
directly by such factors.

The analytical challenge of which values ro
use is especially evident in the case of merged
and acquired companies. Accounting stan-
dards allow the acquired company’s assees
and equity to be written up ra reflect the
acquisition price, but the revalued assets have
the same earning power as hefore; they can-
nog support more debt just because a differ-
ent number is used to record their valoe.
Right after the rransaction, the analysis can
take these faceors imto account, bur down rthe
road the picture becomes muddied, We
artempt to normalize Tor purchase account-
ing, but the ahility to relate to pre-acquisition
financial statements and to make compar-
isons with pecr companies 1s limired.

Presence of a marenal goodwil] account
incicates the mnpact of acquisirions and pur-
chase accounting on 1 company’s equiry
hase, [nrangible assets ate no less “valu-
able” than tangible ones. But comparisons
are still distorted, because nther companies
cannot record their own valuable business
intangibles, i.e., those that have heen devel-
oped, rather thao acquired. This alane
requires some analvtical adjusrment when
measuring leverage. [n addition, analysts are
entitled to be more skeprical about carning
prospects that rely on rurnaround sorategies

or “synergistic” nergers.

CHobatapee-shiset naae s g

Analysis of liabilities 15 nor himited o thase
shown on the company’s halance sheet. Off-
balance-sheet items factored o the leverape
analysis include:

= (perating leases;

« Guarantees. debt of joint ventures, and

unconsolidated subsidianes;
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» Take-or-pay contracts and obbgations under
throughpur and deliciency agreements;

« Receivahles that have been factored, rrans-
terred, or securitized; and

» Contingenc liabilities, such as porential
legal judgments or lawsuie serrlements,

Various methodologies are used ra deter-
mine the proper adjustment value for cach
oft-balance-shect item. In some cases, the
adjustment is straightforward. For example,
the amount of guaranteed debr can stmply
be added o the guarantor’s labilities to
reflect the potential burden of this contin-
gent liability. Other adjustments are more
complex or less precise.

Nonrecourse debr of a joint venture may
be attributed to the parent companies, espe-
cially if they have a straregic rie to the opera-
tion. The analysis may burden one parent
with a disproportionate amount of che debt if
that parent has the greater strategic interest
or operatng controd o its ahility to service
the soint-venture debt is greater. Other con-
siderations that affect a company’s willing-
ness to walk away from such debr—and
orher nonrecourse debt—include shared
banking relationships and common country
tocation. In same instances, the debt mav be
s0 large in relation to the owner's invesrment
that the incentives to support the debe are
minimized. In virtually all ¢ases, however, the
parent likely would mvest additional amounrs
befare deciding ta abandnn the venture,
Accordingly, adjustments waunld be made to
reflect the owner's current and projected
investment, even if the veneare's debt were
not added to the parent’s balance sheet.

In the case of contingencies, estimares are
developed. Insurance coverage is estimated.
and a present value is caldated if the pay-
ments will strerch over many vears. The
resulting amount s viewed as a corporate lia-
biliry fram an analveical perspective, The sale
or sccuntization of accounts receivable repre-
sents a furm of oft-balance-sheer financing
a.¢, whenever such assets continue te be gen-
erated un an onging basis for the company}.
If proceeds are used to redoce other debr, the
impact on eradit gquality 18 neatral, (There can
be same incremental benetic ro the extent thar
rthe company has expanded access to capital,

and this financing may be lower i cost,
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However, there mav also be an offser in the
higher cost of unsecured hnancang.) For ratio
caleulations, Standard & Poor’s adds hack
the amount of receivables and a like amount
of debe. This climimates the distorting, cos-
meric ettect of using an oft-halance-sheer
rechnigue and allivws better comparison wirh
other vompanies that have chosen arher
avenues of tinancing. Similarly, if a company
uses proceeds from receivables sales o invest
in nskier assets—and not ro reduce other
debr—rthe adjustment will reveal this increase
in financial risk.

The debe-equivalent value of operating
leases ts derermined by caleulating rhe present
value of mintmum aperating lease oblhigatons
as reported in the annual report’s footnotes.
The lcase ameunt bevond five vears s
asstmed to manire Sta rare approxXimaing
the minimum pavnent due oy vear five,

The vanety of lease types may require the
analyst to obram additienal informanon or
use csrimates to evaluare lease obhgarions.
This 1s needed whenever lease rerms are
sharter than the assers” expected economic
lives. For example, retatlers repart only the
first period of a lease written with an inirial
period and several rencwal oprions aver a
long rerm. Anaother lnmitanon develops when
a portion of the lease paymenr is contngent,
e.g., a percentage of sales, a5 i vften the case
in the retailing industry.

{Tradirionally, aperating leases were rec-
ognized by rhe “factor methoad™: annual
lease expense 15 multiplied by a factor rhat
reflects the average life of the company’s
leased assers, This merthad s an attempt o
capitalize the asser, rather than just the use
of the asset for the lease period. However,
the methad can oversrate the asset to he
capitalized by fashng o recognize asser use
over the vourse ot the lesse. Tr also s ton

arbirrary to he reahsnicn

Prafurrmd sTook

Preferred stacks can qualiry for treatment as
equity or be viewed as debr—or something
berween debr and couity—depending on their
fearures and the circumstances. The depree of
eqaney credic for various preferreds is dis-
cussed i Equiry Credie ™ Preferred stocks

with a maturiey receive dinunishing equin
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credit as they progress cwand marariey, In
e same vern, sinhong-fund preferreds are less
cquity-like, The sinkimg fund requirements
themselves are of a fixed, debt-hike narure.
Moreover, they usually are mer through debr
issuance, which results i the sinking-fund
preferred heing just the precursor of debr it
would be misleading to view sinking-fund
preterreds—particularly char portion coming
due in the near to intermediate term—as
equity, only ta have each pavment convert o
dekr on the sinking fund’s paymenc dare.

A preferred thar may evencualiv be refi-
nanced with debt s viewed as a debt equiva-
Jenr, not equity, all along. Aucrion
preferreds, for example, are *perpetual™ on
the surface. Howuver, they often represent
merely a temporary debr alternative for com-
panies thar are nat current taxpayers—until
they once agam can benehit from tax
deductihility of inrerest expense. Mareover,
the holders of these preferreds would pres-
sure tar o redemprion in the event of a failed
aucuoen or even a rating downgrade.

Redeemable preterred stock issues may
also be retmanced with debt once an issuer
becomes a raxpaver Preferreds that can be
exchanged for debr at the company’s aption
also may he viewed as debr in antiaipation
of the exchange, However, the analysis also
wauld take into sccount offseteing positives
assacuated with the change in rax status.
Dfren the trigger prampring an exchange or
redemption would be improved profirability,
Then, the added debt in the capital struc-
rure would not necessarily implhy lower
credit gualine The imphications are different
for many msuers thar du nat pav taxes for
various other reasons, including availability
of tax-loss carry-forwards or foreign tax
credirs, Far then, a1 change i axpaying
sratus 1s not associated with betier prof-
trabihiy, while the mcenrive to rarn the pre-
ferred inro debu I identical.

avieiiie sy

Interest or principal payments cannot be serv-
need aut of carings, which s just an accounr-
g concept: payiment has to be made with
vash. Although there wsually 1 4 strong rela-
traniship betweent cash How and proltabalivy,

mamy transactions .llld L\CCOL“]UHE entries
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affect vne and por the other Analyvss of cash-
flow patterus can reveal a level of debservic-
ing capability that is either stronger or weaker
than might be apparent from earnings.

Cash-flow analysis is the single mosc entical
aspect of all credic raring decisions. it rkes on
added importance for speculative-grade
issuers. While companies with mvestment-
grade ratings generally have ready access to
external financing ra cover emporary cash
shartfalls, junk-hond issuers lack this degree
of flexibility and have fower alternatives to

mternally generated cash for servicing debt.

Cash-flow ratins
Ratios show the relagonship of cash flow to
debt and debt service, and also to the com-
pany’s needs. Because there are calls on cash
other than repaying debr, o s important w
know rthe extent to which thuse require
ments will allow cash ta be used For debr
service or, alternacively, lead to greater need
for horrowing.
Sume of the specific ratios considered are:
* Funds from operacians/total debt {adjusted
for off-balance-sheet liahiliviesy;
* Debt/EBITDA,
= EBITDA/Interest:
= Free operating cash flow + interest/ingerest
* Frec operating cash fow + nterestfinterest
+ annual prinapal repayment abliganion
{dehr-service coveragel;
= Toral debt/discretionary cash flow (debe
paybhack perind);
& Funds from operations/capital spending
requrremients, and
= Capital expenditures/capial maintenance.
Where long-term viabihiy is more assured
{i.e., higher in the rating spectrom) there can
be greater emphasis vn the level of funds
fraem operations and its relation ta ratal debt
burden. These measures clearly ditferentate
berwern levels of protecoon over time,
Focusing on debt service coverage and free
cash flow hecomes mare conieal in the
analysis nf a weaker company, Specatative-
grade issuers rvpically face near-term vulner-
alshties, which are better measueed by free
cash flow ratos.
Interpretatian of these ratios s nog abwavs
seraightforward; higher values can samenmes
indicate problems rather than strengah. A
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company serving a low-growth ar decliming
market may exhibir relatively strong free cash
flow, because of mmimal fixed and working
capital needs. Growrh companies. in compar-
tson, often exhibit thin or even negartive free
cash flow because investment (s needed to
support growth. For the low-growth compa-
ny, eredit analysis weighs the posioives of
stromg current cash flow aganse the danger
that this high level of procection might nat be
sustainahle. For the lugh-growth company,
the prablem is just the oppusite: weighing the
nepatives of a current cash deficic againse
prospects of enhanced protection once cur-
rent investiment beging vielding cash benefirs.
There is no simple correlation between credit-
worthiness and the level of current cash flow.

Mensuring cash flow

Discussions abour cash flow ofren suffer
fram lack of uniform defimtion of rerms,
Table tillustrates Scandard & Toors rermi-
nology wirth respect tao specific cash flow
coneepts. At the top is the item trom the
funds Flow starement usually fabeled funds

fram aperanions™ (FFO or "working vapiral
lram cperations.” This quanory is net
income adjusted fur depreciation and other
noncash debirs and credis factored nto .
Back out the changes in working capial
investment to arrive ar “operating cash
flow.™ Next, capital expenditures and cash
dividends are subrracred our ro arrive ar

*free operaning cash flow™ and “disere-
tionary cash low,™ respectively, Finally, cose
of acguisinions s subrracted fram the run-
ning total, proceeds from asser disposals
added, and orher miscellaneous sourees and
uses of cash netred rogether. “Prefinancing
cash flow™ is the end resulr of rhese compu-
tations, which represents rhe extent ro which
company cash flow from all internal sources
kas been sufficient to cover all internal
needs, The bottom part of the wahle recon-
ciles prefinancing cash flow to various care-
pories of external financing and changes 1o
the company s own cash halange. n the
example, XYZ Ioe, experienced a $35.7 mil-
lsn cash shorefall in vear one, which had ro

s Cash flow summary: X¥YZ Corp.

Furds from operations

{ec finc }in noncash current assets

vin ngndebt current Lahilines

Ing. {ie

Operalin

cash How

ICapital expenditus=s)
Free aperating cash fiow
ICash diwdends)

Cscretionary cash flow

[-Aéﬂuisrtiups] o

Asset disposais

@5 {Uscs] o7

Wet other so

efinancing cash fiow

tdec 1 short-Terr deh?
ime tdee onJang-lerm gebi

Nat sale lrepurchase] of egquity

shLand secuntizs
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be met with a combination of addisional bot-

rawings and a drawdown ot its own cash,

The cead tor canital

Standard & Poor's analvsss of cash flaw in
relation o capital requirements heging with
an examination of a companys capital needs,
metuding bath woarking and fixed capiral,
While this analysis 1s performed for all debr
issuers, it 15 critically important for fixed
capital-intensive companies and growth com-
panies. Most companies seeking working
capiral are able to finange a significant por-
tion of current assers through trade credit,
However, rapidly growing companies typical-
Iy expertence a buildup i receivables and
inventaries that canmat be financed internally
or through rade eredit,

Improved working-capital management
rechiigues have, over the recent past, greatdly
reduced the wwvestment that smght otherwise
have heen |'(;'qmnfd. This makes ir difficulr to
hase expectarians on extrapolatng recent
trends. In any event, impr()ved furnover expe-
rience would not be & reason to project con-
tinuation of such a trend to yet betrer levels,

Because we evaluate cumpanies as Ul)gaing
enterprises, our analysis assumes companies
.;()nnnu:f[”}' will prrwidc funds to maintain
capital mvestments as modern, etticient
assers. Cash flow adequacy is viewed from
the standpome of a company’s ability to
finance capial-maimtenance requirements
internally, as well as its ability to finance cap-
ital additions. To gquantify the requirements
for capital mamrenance. data typically are
provided by the company.

An impurtane dimensian of cash flow ade-
quacy 1s the extent of a company's Hexibility
o alter the timing of its capital requirements,
Expansians are typically diserenonary,
Hawever, Large plants with lung lead times
wsually invalve, somewhere along the way, a
commitiment re complete the project.

There are compantes with cash flow ade-
quare to rhe needs of their existing business-
ey, but rthat are known to be
acquisiion-minded. Their choice of acquisi-
tion as an avenue for growth means this
activity must also be anticipared in the credit
anaglesiz, Management’s stated acguisivon
goals and past takeover hids—including those
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not consummated—provide a basis tor judg-
ing prospects for future acquisitions,

Lguidity analvss: Key factors

for consuderition

Debt characteristics:

» Marurity structure;

= Dependence on commeraal paper and
other confidence-sensitive forms ol debr;

« Exposure to mrerest rate fluctuations—uie.,
fixed/tloating nux;

» Credit rriggers;

» Raring triggers;

# Financial covenans:

« Material adverse change (MAC) clauses; and

» Defined events of defaule.
Other potential calls on cash:

» Postretirement benefits ohligatons;

» Enavironmental liabilities;

= Assct retirenment obligations:

= Take or pay obligations,

+ Obligations arising from guarantees and
SUPPOFT AGrecmens;

» Obligations arising from derivatives;

» Litigation; and

s (rther contingent liabilities.
Operaung sources of hiquidiey:

* Expected near-term free cash flows

« Ability ro liquidare working capitals and

= Flexibility o curtail spending.
Bank wredit facilinies:

» Total amount of facilines:

» Nature of bank comumtments;

« Availability under facilmies:

= Facility marturities;

» Bank group quatity;

» Evidence of support/lack of support of
bank group; and

» Credit triggers {see abovel,
Other alternative sources of hgudity:

« Cash and orher Diguid assers

» Ability to rap debt and equiry markens;

= Abibity to seil nonstrategic assets:

= Flexibility to curtail common and preferred
stack dividends; and

» Parental support.

Fnancial flexibility ano cgueiing

The previously discussed financial factors
iprofitability. capital strucrure, cash flow) and
ligmdity considerations are combined o
arrive at an overall view of finanaal health.
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In addinion, sundry consideratiens thar Jdo
not fir in other categories are examined,
including serious legal problems, lack of
INSUTANCe COVUETARE, OF FesSIIICTVE COVENAnts in
loan agreements that place the campany at
the mercy of its bankers. The potential
impact of such contingencies is considered,
along wirh the company’s contingengy plans.
Access to various capital markers, affiliarions
with other ennities, and ahility 1o sell assers
are important facrors w determiming a com-
pany's options under stress.

Flexilality can be jeapardized when a com-
pany is overly reliant on bank borrowings or
commercial paper. Reliance on commercial
paper without adequate backup facilities is a
big negarive, An unusually short marurity
schedule for long-term debr and limited-life
preferred stock also is a negative. In general,
a company’'s experience with different finan-
cial instruments gives management better
aceess o capital markers. A company’s sive
and its financing needs can plav a role in
whether it can raise sufficient funds in the
public debr markets, Similarly. a company’s
role m the naronal economy—and this 1s

particalarly true cutside the U.5.—can
cnhance its access to bank and public funds.
Access to the common stock marker may
primarily be a guesnion of management's
willingness to accept dilution of earnings per
share, rather than a guestion of whether

funds are available, (However, in same

Corpoite
FIMINIIATD

Standard & Poor's raling
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countries, mcluding Japan and Germany,
cquiry markets may nor be so accessihle))
When a new common stock offering 15 pro-
jected as part of a company’s financing plan,
Standard & Poor’s trics to measure manage-
ment’s comnurment to this plan, and its sen-
sitivity twe changes in share price.

As going concerns, compaies should nor
be expecred o repay debr by liguidaring
operancns. Clearly, there is lietle benefit in
seting rarural resouree propernies ar manu-
facturing tacilitics it these must be replaced in
a few vears, Nonerheless, a company's abibty
o generate cash theough asser disposals
enhances its financial tlexibiliry.

Pension obligations, enviranmental liabili-
ries, and serious legal problems restrict flexi-
bility, apart from the obligations® direct
financial implicatians. For example, a large
pensien burden can hinder a company’s ahili-
ty to sell assets, beeause potential buvers wifl
be relucrant te assuine the lialibiny, or o
close excess, inefficient, and costly manufac-
rering facthines, which might reqnre the
immediate recogninion uf furure pension obh-
gations and result 1n a charge o equiry.

When there is 2 major lawsuir againse a
company, suppliers or customers may he
refuctane ro continue doing business, and the
company’s access to capital may alsa be
impaired, at least tempaorarily.

Factaring Cyelicality into
Corporate Ratings

Stamdard & Poor’s credst ratings arc mcant m
b forward-luoking, and their nme horizon
extends as far as is analyncally foresceable.
Accordingly, the anticipated ups and downs
of business cycles—whether industry-specitic
ar related 1o the general cconomve—should be
facrored into the credit raring all along,.
Racings should never be a mere snapshor of
the present sitvation, Accordingly, ratings are
held constant threughour the avele, or alter-
nanvely, the rating does varv-—buat wirhim a
relatnely narrow band.

'.:;(' R T R L T LI

Cyelicaliny is, of course, a neganive incarpo-
rated in the assessment of a company’s busi-

ness risk, The degree of business risk, in rura,
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becomus the basts for establishing ratio stan-
dards for a given company for a given rating
category. The analvsis then focuses on a com-
pany’s shilicy to mect these tevels, on average,
aver a full business cvele and the exrent o
which it may deviare and for how long.

The ideal is to rate “through the cvele.”
Thete s no peine in assigning high raongs
to a company enjoving peak prospericy if that
perfarmance level is expected o be only tem-

porary. Simuilardy, there 1s no need ro lower
ratings to reflect poor performance as long as
ane can reliably anricipate rhat betrer times
are just arcund the corner.

However, rating through the cvele
requires an ability to predict the cyclical
pattern—usually, difficult ro do. The phases
af a cvele prabably will be Tonger or shorr
er, steeper or less severe, than just reperi-
tuons of earhier cveles, Interaction of ¢yeles
trom different parts of the globe and the
convergenee of secular and cvchical forees
are further complications.

Moreover, even predictable cycles can affect
individual companies i ways that have a lase-
ing impact on credit quality. For example, a
company may accimulate enough ¢ash m the
upturi o mitigate the risks of the nexr down-
tarn. {Aute manutacturers have been able—
during cyclical upswings—to accumulite huge
vash hoards thar should exceed cash cutflows

antapated 1 future recessions ) Conversely, a

company's business can he so impajred during

www.corparatecriteria.standardandpoors.com

a downturn thar ks compentive posinon may
be permanentdy alrered. In the extreme, a
company will not survive a cvelical downrurn
te participate m the uprurn!

Accordingly, ratings may well be adjuseed
with the phases of a cyele. Normally, howee-
er, the range of the ratings would not fully
mirror the amplitude of the company’s cyeli-
cal highs or fows, given the expectarion thar a
cveliead pattern will persist. The expectation
of change from the current performance
level—for better or worse—would termper
any rating action, In maost cases, then, the
tepical relationship of ratings and cycles
might ook mare like that below.

Sensitivity to cvchal facrors—and ranngs
stability—also varies considerably ailong rhe
rating spectrum. As the credic qualiey of a
campany hecemes mereasingly marginal, the
nature and timing of near-cerm changes in
macket canditons could mean the difference
berween survival and failure. A cvelical
downrurn may involve the threat of delaale
hefore the opportumty to parricipate in che
uprurn that may follow. In such situanons,
cyclical Auctuations usually will lead directly
to rating changes—puossibly, even several rar-
g changes in a relatively shore pernod.
Conversely, a cycheal upturn may give cam-
panies a brearher that may warrant a modest
upgrade ar pwo from those very low levels.

In contrast, compaities viewed as having
strang fundamentais—i.c., those enjoving
investment-grade ratngs—are ualikely 1o see
their ratings changed significantly because of
factors deemed to be purely eyclieal, unless
the cvele is either substancially ditferent from
what was anticipated or the company’s per-
formance 15 somehow exceptional relative to
what had been expected.

Anatvtical erallenges
Cyelicality encompasses several different phe-
nomena that can affect a company’s perform-
ance. General business cycles, marked by
fluctuations in overalt econnmic activity and
demand, are anly one rvpe, Demand-dnven
cueles may be specific to a partcuiar mdustry,
e.g5.. product-replacement cycles lead to
volatile swings in demand for semcondue-
tors. Other rypes of eveles artse from varia-
tions 1 supply, as seen in the pattern of
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capacity expansion and retrenchment thar is
characreristic of the chemicals, forese prod-
ucrs, and metals secrars. In some cases, narw-
ral phenomena are the Jrving forces behind
swings 1in supply. For example, variations in
weather condinions result in periods of shore-
age or surplus in agriculteral commodities.

The confluence of different types of cveles
is not unusual: a general evelical uprur
could coinaide with an industry’s consrrug-
uon cvcle that has been spurred by new
technalogy. The interrelationship of differ-
ent narional economies is an additional
complicating factor

Al these eveles can vary considerably in
their duratian, magnirude, and dynamics, For
example, the unprecedented eight vears of
unmterrupted. robust ecanaomic expansion in
the ULS, that followed the 1982 rrough was
rorally unforeseen. On the other hand, there
was no basis to assume in advance that the
downturn that followed would be so severe,
alheit relatively bricf. Indecd, at any given
point, it is difficult to know the stage in the
cvele of the general econamy, ar a given
induserial sector. A “plateau” following a
periad of demand growth nughr ndicate the
peak has been reached—aor represent a pausc
kefore the resumprion of growth.

Even general downturns vary in their
dynamics, affecting industry sectors differ-
ently, For example, the soaring interest rates
that accompanied rhe recessian of 198(0-
1481 had a pardcularly adverse effecr on
sales of consumer durables such as auros.
Sometimes, sluggish demand for farge-ricket
items can spur demand for other, less costly
comsumer products,

In any case, purely cvelical Factors are diffi-
cule to differentiate from coincident secular
changes in industry fundamentals, such as rhe
emergence of new competitors, changes in
technalagy, or shifts in custamer preferences.
smilarly, it may be tempnng to view cvclical
benetits—such as yood capaciey urlizannn—
as a secular improvemene in an industryv's
campetitive dynamics.

A high degree of rating srability for a com-
pany throughout the cvele also should enranl
consistency in husimess straregy and finanoal
policy. In reahity, management psvchology s

often strongly influenced by the course of a

cyele. For example, in the midst of a pro-
longed, highlv favorable evehical rebound, a
given management’s resolve to purstic a con-
servattie yrowth straregy and financial pohey
mav be weakened. Shifes in managoment puy-
chology may affect nor just individual compa-
mies, bor enare industries, Favarable market
condirions may spur industrywide acquisinan
ACTIVITY OF Capacity expansion.,

Seandard & Pouar’s understands that public
sentiment about cvelical credits may fluctuate
between extremes over the course of the
evele, with imporrant ramificarions for finan-
cial flexibiliev. Whatever our vwn views
abour the Inng-rerm sraying power of a niven
campany, the degree of public confidence m
the company’s financial viabihiry is critical for
it o> have aceess ro capital markets, bank
credit, and even trade credit. Accordingly, the
psychology and the pereeptions of capital
providers must he taken into accoont.

Loan Covenants
Pubhc~marker parnicipants long ago sropped
demanding significant covenant protection,
perhaps because pourly wrirten covenanr
packages with weak tests and significant
loophales enabled nanagements to circum-
vent them, Furthermore, in a widely held
rransacrion, a covenant violation thar nor-
mally would be waived could deterivrate into
a payment default, hecause af the difficutty of
having all the invesrors act in unson,
Moreover, investors in publicly traded debe
instruments have ligele interese in working
with borrowers and probably have fewer
resources ro da so. Their primary prorection
i5 their abiliry o sell their invesonents if
things sheuld turn sour

Traditinnal private-placement investors and
bank lenders du have the resources and the
cxpertise o work out problem credies. Such
investors negotiate covenant packages care-
fully, to give themselves the most advanta-
genus positian from which o exercise
control, and chey expect 1o he compensared
adequarely for accepung covenants thar ar
weak, e, those char nmuighre allow manage-
ment mare Jeew iy todause 3 deterinranon in
crediv qualisy, In general, however, covennt

packages are more relaxed than i the past
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because bquidiey has increased, and financial

markers broadencd.

Covenants” intended tuncoons include:

= Preservanon of repavment capaary. Some
cavenants limir new borrowings or assure
lenders thar cash generared both from
ongaing operaciens and trom asser sales
will not be diverred from servicing debt,
Credit quality is preserved by share-repur-
chase and dividend restrictions, which seek
ro mameat funds avadable far debr service.

» Protecrion against financial restructur-
mys. Al lenders are concerned with the
risk of a sudden dererioration in credin
quabity that can resule from a rakeover, a
recapitalivanon, or a similar restructur-
ing. Praperly crafred covenants may pre-
vent some of these credit-damaging cvents
from occurring without the debt’s firse
having been repaid or the pricing's first
having been adjusted.

+ Protection in the event of bankruptoy or
Jdefaule. These covenants preserve the value
of assers tor all creditors and——what is par-
neularly important—sateguard the priority
pasitions of particular lenders. Prorection is
provided through negatve-pledge clauses,
cross-acecleration (or cross-default) provi-
stons, and limits on obligarions that either
are more senior gr rank equallv.

= Signals and triggers. Signals and triggers
assure the steady flow of information, pro-
vide early warning signals of credit deterio-
ration, and place the lender in a posiuon of
influence should detenioration gcear, Since
triggers ¢an bring the partes ro the rable, o
enable the lender o deade whether it rmght
be appropriate r modify or waive restric-
fions, they must cherefore be set at appro-
priate levels, to signal deterioration before
the credit drops co untaccepeable levels.
Enforcement is dubious. A company deter-

mincd ta do so can often, with the assistance

of its lawvers, find wavs to evade the ferrer of
the agreement embaodied i covenants, They
could even choose ro ignore them altopether.

A courr usually wall nor Force a company 1o

womphy with covenanes, Rather the court will

award damages—if the breach of covenanty is
considered the cause of the damages. As Tong
ds the compans cononues ta pay prineipal

and interest, the court 13 unhkely o recognize
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any damages as having vecurred. In the evene
of a breach of the covenanr, the usoal remedy
is the ability to declare an event of default
and accelerate the loan. However, this remedy
is so severe that, more often than not, lenders
choovse not to precipitare a defaulr by
demanding iminediate repayment—despice a
stipufated right ta do se. Instead, che lender
may prefer to take a security position or to
get additional collateral, to raise rates. to
abtam a waiver fee, ot to provide more mpuat
intw the companyy devisions, In reality, these
are the benefits of covenant protecrion,

Cowvengnts and raings

Covenants play a limited enhancing role m

determining the corporate credit ranng:

« Covenants do not address fundamental
credit strength, Covenants do nor and
cannor affect the potential for facing bust-
ness adversity, competitive reverses, and
other risks that are outside the contral of
the company.

» The level of a covenant s often inconsistent
with the raning level desired. For example, a
covenane that allows a company w leverage
itself no more than 60% has lirtle bearing
on the company’s achicving a "BBB" rating,
it 40% is the maximum leverage tolerared
for that specific company as a "BBB".

« [ practice, lenders waive covenants for a
variery of reasuns. Waivers might resulr
from campany/bank relationship issues, 2
fack of understanding of the magnitude of
prablems, or a realivation that the onginal
levels were unnegessarily tighe. The hankers
normally waive the covenanc for a fee, or
extract higher interest rares. This benefits
the banker, without enhancing the credic
guality for the benefit ot all credirors.

« Finally, if the cavenanrs appear anly in cer-
tain issues, those issues could be refinanced,
For all these reasons, in Nwest cases.,

Standard & Poor’s dues not believe particular

covenant or group of covenants can improve

a particular borrowers abilice to meet e

obligations 10 a nmely fashion,

The mun reasen to be aware ot a rared
enuly's covenants is gquite the upposite: Tight
covenants could imperil credit qualiey by
caasing a default that might otherwise have
heen avoided. When bankers have the discre-
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tion o aceelerare debr because of 2 covenant
breach, they might do so o preserve the
advantage held {e.g., based an being securedh,

Covenants van, however plav a valuable
role in a mare limited fashion. Firse, they may
protect the specific debr issue that includes
the covenants-—particularly with respect ro
ultimiate recovery. Second, they may prevent
cerrain deliberare actions that could hurt
credit quality, and that would be meaningful
in cases where the credir-rating assessment is
specifically concerned about the porential for
rhese actians,

Covenants may be inore effective at pro-
tecring the credit gualicy of a suhsidiary from
its parent comnpany or group. Nanetheless,
the parent could alwavs choose to file the
subsidiary into bankruprey, unless ie were
legally structured o be “bankruprey remote.”
The benefit would then be in terms of berrer
recovery for the ereditors of the suhsidiary
We usually would not rare a subsidiary based
on irs strong “stand-alone™ prafile, even if
there were significant covenant restrictions,
because of the concerns noted abuove,

Moreover, a covenant package can be help-
ful as an expression of management’s itent.
Since mast cumpanies wespecially public com-
panies) wauld be expected o honor—nor
evade-—cammitments they make, covenants
can provide an insight into management’s
plans. An analyst would consider how com-
plying with covenants were consistent with
ather articutated strategic goals.
Management's willingness to agree to certain
restrictive covenants, in essence, “puts their
money where their mouth 1.7 For example. if
a company had traditionally been highly
feveraged but planned to deleverage in the
turure, the analvst would expect to see a debr
test that rarcheted down aver nme,

Country Risk

It has long heen Srandard & Poor’s view thar
country risk plays a critical role in determin-
ing all ratings within a given domicile.
Sovereign-related srress can have an over-
whelming impact upon campany creditwor-
thiness, both direcr and indirect. Thas was
demunstrated vividly maost recentdy in the
Republic of Argenrina (2001-20023, as well

I in the Hussian Federation (1998-1999) and
m the Republbos ol Indonesin (19971998
and kouador (1998-19499),

Soveretgn credit raungs are suggestive of
general risk faced by local enttnies, bor they
may noc fully caprore risk applicable ro the
private secton As a result, when rating cor-
porate ar infrastructure companies ar proj-
ects, we look bevond the sovereign ratings to
evaluare rhe specific economic ar country
risk thar may impact the entity’s creditwor-
thingss. Such economic or country risk per-
Tains o the mpact of gavernment palicies
upun the vbligors business and financial
envicanment, and a compant's ability 1o

insulace itself from these nsks,

Economic risk

The macroeconomic factors most relevant to

corporate credit analvsis when determimng

cconomic risk include:

» Country growth prospecrs;

= Vodarhoy of the cconomy;

» Inflation and real interest rare trends:

» Devaluanionfovervaluanon risks

« Polirical stabiliny:

« Banking-system and pavment-sysrein risk;

¢ local capital-market deprhs and

® The extent of integrauon into global
trade and capital markes, and relative
sensitivity of foreign direct investment
and portfuho flows,

indusiry risk

Counrry risk analysis also covers indusry

risk specific o corparates, including:

= Labor fssucesg

= [ntrastrocrure challenges;

« Accounting and transparency: and

« Insntutional risk vicen, legal and regularor
risk and credir culture 1ssues, 1ax sk, and
corruption levels).

Depending an the cauntey, there can be
sirong, creditworthy companies that deman-
strate thev are significantly sheltered fromn
savercign and counrry risk, and waould be
unlikely to default on thetr logal currency
ohhipations Juring 1 soveregn local- and ror
eren currency defapl scenaro, On che uther
hand, we also would expect there to be cases
where deraul levels will be much higher than

the saveraien rating benchimark would midi-
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cate. Therefore, depending upon the country,
the degree oof vountry nisk, and relatve
strength of the corporate sectorin a given
jurisdiction, there can be cases where 3 com-
pany’s Tocal currency ratngs can exceed the
foretgn currency, ar even the local carrency,
sovercign credit rating, Otherwise, where
country risk is very high, most corporate rat-
ings will be below thar of the severcign. In all
cases, local currency ratings are deterimmed in
reference to our country risk framework.

It should be noted that in recent cases of
sovereign stress, corporate defaale levels have
been very high, The most notable example s
Argennini, where 3 rather vxerome sovereign
Jdefault seenario has ensued. Nearly every enti-
ry rated by Standard & Poor’s has defaulted
an bond, bank, or supplicr debt. The key
country rsk tactors 10 that case were:

» Maxi-devaluation of the currency;
¢ Price controls in the form of frozen

utility raritts;
= Frazen bank deposits, and a banking sys-

e I LIS,
= Curreney controls that restricred the abihiey

of compames to make payments abroad

and interrupred supply chains; and
= A recession more than four vears old.

Regulated utlities were perhaps the mose
artected, although exporters also suffered
heth a severe contraction in credit and mulkn-
ple levels of taxes imposed by a government

in desperate need of revenue sources,

Fornign archangt 1a1e nsk;

Foretane-awahange controess

There are many risk factors in this category,

refated to both the rate and availabilicy of

foretgn exchange. Exposure oo exchange-

rate risk includes:

= Operating margin, Where costs have a sig-
nificant dollar/hard curcency component
while revenue s denomimared in the local
currency, the company will suffer margin
COMPres$ion in a currency devaluation,
Examples would be manufacturing compa-
nigs that must Import raw materials, media
companies that 1Mport content, or wireless
campanies that imiport handsers, Assuiting
the devaluaoan oceurs durmg a time of eco-
oY recession——a1s often 15 the case—rhe

company rvpically will nor be able ro pass
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on increased costs directly, ac feast not
immediately. The flip side of this is where
costs are in the local currency while revenue
15 in or finked to 4 hard currency; these
companies will he affected when the curren-
oy is overvalued. Conmmodity exporters
based i countries with overvilued Tocal
currencies have been harshly affecred by this
risk, particularly when it coincded wirh

periods of weak commadity prices, Analvses

should carctully evaluate any currency mis-

march berween revenue and expenses,

» Capital expenditures. A related risk is
where companics geneeate local curreney
cash flows, but have hard currency capital
expenditures, ¢.g., must rely on mported
capital equipment,

» Mismarch between Jocal currency revenue
and foreign debt. Companies with largely
local currency cash flows. but depend on
doliar or dollar-linked debt (or anocher
hard currency) are mast vuinerable.

Must recent cases of sovercign distress have
included sharp currency devaluanons, includ-
ing Argenuna (where the currency lost nearby
*5%a of its value against the U.S. dollar, with
the exchange rate falling from a fixed 1:1 at
Dee. 31, 2001, to near 3.6 Argentine pesos
per U.S, dollar by Qctober 2002); Russia
{where the currency lost 65" of its value in
U8, dollar terims berween July 1998 and
November 1998); and Indonesia {where the
currency lost $8% ot its value over a three-
month pertod in carly [998).

Exposure to foreign-exchange avalabilicy
nisk pertains when a company is heavily
dependent on imported supplies or mported
capital equipment. The company’s operations
could be interrupted it foreign-exchange con-
trols are imposed by the sovereign (which s
plausible in the case in event of a soveregn
foreign-currency default). For example. che
imposition of exchange controls in Argentina,
together with a prolonged peniod of uncertain-
ty aver the impiementation of contrels and rel-
cvant exchange rate, caused widespread
disruption in diseriburion chains because of
sharply curtailed tmports fand exporest.

Fadging Financay ooy
Does the company hedge forcian-exchange
risk, to the exrent i is within jrs control o do




s0? In many emerging markets, i is not prac-
ticable ro hedge foreign-exchange exposure
aver the long term because of the unavailabil-
try or cost ot long-term hedging instruments.
Does the company show a propensity 1o spec-
ulate wirh finanvial arbirrage opportonicies?
(Far example, daes the company borrow in
LLS, dollars 1o invest in high mrerest rate
local carrency instruments, exposing ivself to
devaluation risk?)

Potitical risk

Is there a history or likelihood of civil
unrest in the region or country where the
company aperates that could disrupt apera-
tions? Does the company operate in a polin-
cally sensitive industry that could be sulyect
to expropriation?

Macroeconomic voiatlity risk

Are the company’s prospects tied o local
economic conditions? Volarike growth rates
or extended periods of cconomic
recession/depression could reduce pre-
dictahility of cash Hows or severely hamper
sales volumes, pricing power, ete.

lastitutronal sk Legal system s«

Credit culture Corruption

How dependable is the rule of law? Ts there
an independent judicial svsrem? Are creditars’
rights respecred? [s the bankruptey code
transparent? Are there credit-culture issues
wherehy companies have a culearal incennve
tar default on debt? Are corruption levels yen-
crally high in the country?

Accounting and regarting transparenay

Is there a strong regulatory enforcement
ageney for publicly reporting companies in
the country? Are accounts generally audired
by top international accounting companies?
Are quarterly and annual financial statements
rvpically available within a reasonable nime
after a period closes? Are disclosure jevels
generally adequare, or s agnificant suppie-
meneal informarion required? In jurisdictions
where majority family ownership is connimon,
disclosure often lags, In addinen, paroculariv
where there is majority family ownershap, the
entire family group of companics should be
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analyzed, and intercompany operations and
relarionships should be scrurinized.

)

T B ainiag Y

Wi

Does the company or 1ts key mvestmenrs
enjoy tax subsidivs or rovalty arrangemenrs
that bave cenegotintion risk ar the federal or
regional level? Does the gavernment have a
histary of micromanaging the current account
bafance through changing raxes or duries on
imparts/exportsfforeign borrowings?

Goverrment regulation

Is there a pavticular risk to the company that
the government mavy change the rules through
Importfesport restrictions; direct meervention
in service qualiy or levels; redefinimg hound-
aries of campenrtian 1such as service arcasy
alterig existing barriers to entry; changing
subsidies; changing anrirrust legistation:
changing the maximum percentage level of

L or changing

tareign ownership parriciparn
rerms to concession contraces for utilities?
For extractive industries, is there a risk ot
OVErnment COract renegatianon?

infrastractica podd abor probe

To what exeent might the company he vulner-
able to the reduced public services and labor
strife that could accompany rhe sovereign
default scenario? Are there potental bortle-
necks, poor ransport, high-costfinefhicient
port services? Is there a need to supply clec-
tricity ¢r orther hasic servicesfinfrastructure?

Intlation risk
Where existing or potential high/acceleraning
imflation 1 an issue, does the company have
the pricing flexibility, svsrems, and know-how
to keep revenue increasing in line with or
ahcad of costs? How much prace clasticiry is
typival for the product of the company, par-
tentarly duning times of ccomamic weakiness?
Price controls parncularly are a threat for
regulared industries, such as relephonefelectric
services, and possibly for some hasic com-
modities such as gasoline sales. Ar times of
rising inflation, governments often tny o
appease consumers by falling o allow full-
cast passthroughs on prices m regulared
indusenes, and under severe stress muay (reery

all prices in an effort to control inflanon, tor

>
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exampie, Argentina froze nolicy rariffs for
gas, clectne, and local telephone services m
January 2002, which etfecrively cut the earn-
ings power of those companies by 60%-75%
relative to their dollar debt, because of the
concurrent currency devaluaton, In other
cases, sovergigns have more indirectly con-
scraned price mereases on policcally sensinve
souds or services, or have moved o impose
even hroader price controls (such as
Venezuela Jid inomd- 1994,

ars sk
Droes the country have a history af high real

Oriorent

interest rates, which can make Incal horrow-
ing expensive? If local horrowings are
indexed to local reference (such as bhank
depasit rates or nflaniony ar foreign exchange
rates, the company can he subject to sudden
and large rate hikes at tines of sovercign
stress. Such borrowings may onginally have
apprared cheaper, only in thar the nsk was
not Tully recognized.

Pastp el anes

S caniat

Itocs the company have a large concentra-
tion of assets in o particular emerging marker
cuuntry? The risk that access to cash flows
of foreign subsidiaries could be canstrained
by potential transtei/convertibility risk
should be reviewed.

Aaoess 10 capnea!

Is the company a top-ter name in the local
market, that would henefie from a “Highe to
yualiey” from local bank lending during
crises? Does the company have committed
fines of credit fram international banks that
are not subject ta sovereign-relared “marterial
adverse change™ clauses? Does the company
have ample access to trade credit? Can the
company withstand the curs in trade lines
and increase 1 costs that evpically occur dur-
ing periods of savereign stress? (An example
was the sharp reducrion in trade-line avail-
abilicy trom roreign hanks for Brazilian cor-
parates during 20021 Where short-term debe
can he rolled over it should be assumed thar
substancially hugher mitercse rares would be
mearred nastress seenario, Limited access
to capital often 1s a key constraine for emerg-
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tng-market issuers: it hroadly penalizes their
credie quality refative to those of companies
in developed markets. Even the strongest
[arin American private-sector issuers had dit-
ficulties accessing local or internarnonal capi-
tal markees during periods of stress,
Companies are affecred by volarile irerna-
oonal invesrar confidence 1n emerging mar-
kers, While economic problems may originate
in a particular country or region, we have
seen many cases of regional or emerging mar-
ket contagion. Thin Jomestic capital markets
also prevent companies from aceessing local
markets at reasonable rates; in times ol stress,
the local hanking system would be suffering
liquidety because of high capieal flight. A
weak or poorly regulated local banking svs-
tem can introduce additional volaribiey.
Moreover, many emerging-marker-hased
conpanivs typicaily do not have access to
commirted credit lines,

Oebt maturily shrughae

For emerging-marker issuers, cuncentration in
shore-term debt, whether dollar- or local-cur-
rency denominated, exposes the company to
critical rollover risk. This risk is highest for
companies with large upcoming bullet matu-
rities or vapital market debt, although the
quality and likelthoad of continued bank sup-
port also is analyzed. Emerging-marker com-
panies partially can mitigare this nsk by
prefunding the refinancing of farge bullet
maturities well 1 advance, [t cannot be
assumed availability under uncummitted

lines——or programs such as euro-denominated
comercial paper or medium-rerm nates-—
where pricing and availabilicy alwavs are sub-

ject to market sentiment.

Liquiidity

1s rhe company’s near-term tinancial flextbili-
rv supported by substancial Lguidion ? 1t so, 1y
the company’s liguid asser pasinon held in
local government bonds, local banks, or loval
cquities, and will the ssuer have aceess o
these assers 10 times ob stress on the sover-
cign? Local banks broadly are affecred by
sovereign stress scenarios, with the extreme
case demonstrated by Argentina’s bank-
deposit frecze. Similarly. Ecuador frove




deposits in 1995 in an etfarr ro hale s ran on
its banks. Ideally, the company should have
liquidity positions thac are well diversified
amony top focal and toreign inancial msnn-
rions, Having Liquidity outside the country of
domicile is alse a significant enhancement
{although rthe risk that companies may be
required by the sovereign to repatriate
fundsfexporr pruceeds is also he considered).

Fargign-currency ratinaa

The local-carrency credit ranmp, by defini-
ton, excludes the risk of direet sovereign
intervention that mav constrain payment of
foresgn currency debr, The forcign-currency
credit rating is a current apinton of an oblig-
or’s overall capaciry o meet its obhigatons in
foreign currency. In many cascs, sovercign
default and sovereign intervention risk are
assumed ro be roughly equivalent, and most
foreign-currency credit ratings in these juris-
dictions are limited by thar of the sovereign.
However, in some countries, we may deter-
mine thar sovereign intervention risk is differ-
ent rhan sovereign defaulr risk. In chese cases,
foreign-currency credit rasings for private-sev-
tor entities may be higher than that of the
sovercign. Examples include currency unions
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such as the Eurepean Monerary Unijon
CEAUL where the "AAN raning of the
European Cenreal Bank indicares an ALY

abiliny to convert curas ta faceign corrency
and transfer forelgn currency. Thus, no rat-
ings of enrities within the EMU are con-
strained by transfer and convertibilice risk.
There are other company- or issue-specific
reasons why the entty’s fareign-currency rat-
ing miny be higher chan thar of che sovereiyn.
For example, companies donnciled in a given
country but with substantial oftfshore vpera-
ticons, or companics that are subsiduaries of
offshore parents, could have a rating higher
than the couneey of domiaile. Tn addirion,
transacrions can be stroctured o reduce
cranster and convertibility (T&C) nsk by cap-
turing transactian flows off shore, through
insurance for T&C risk, or using other struc-
rural technigues. and therefore receive a rat-
ing higher than the forcign-currency
soverciun credit rating. (For additional com-
ments, see “Sovereign Risk and Ranngs
Above the Soverergn, ™ Jufv 23, 2001, and
“Ratig Alove The Sowereivin Criteria
Update,” Nop. 3, 2008, boils pubilished on
RatmgsDirers, Standard & Poor's Web-bosed
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Ratings And Ratios:
Ratio Medians

he key ratio medians for U.5. corporates by rating category
Tand their definitions are displayed below. The ratio medians
are purely statistical, and are not intended as a guide to achieving
a given rating level. They are not hurdles or prerequisites that
should be achieved to attain a specific debt rating.

Caution should be exercised when using the ratio medians for
comparisons with specific company or industry data because of
differences in method of ratio computation, importance of indus-
try or business risk, and the impact of mergers and acquisitions.
Because ratings are designed to be valid over the entire business
cycle, ratios of a particular company at any point in the cycle may
not appear to be in line with its assigned debt ratings. Particular
caution should be used when making cross-border comparisons,
because of differences in accounting principles, financial prac-

tices, and business environments.

Campany dota are adjusiadg

for the following.

Nonrecurring gams or losses are climinated
tram earmings. This includes gains on asset
sales, ssgmificant ransicory icome items,
wiusual losses, fosses on asser sales, and
charges because ¢f asset wirtedowns, plaoe

shutdowns, and retirement programs. These

www,corporatecriteria.standardandpoors.com

adjustments chiefly affecr interest coverage,
return, and operating imargin ratas,
Lnusual eash-flow ttems simular in ongin
toy the nonrecurring gains or losses also
are reversed.
The vperating lvase adjustment is per-
furmed for all companies. Companies chat
buy all plant and equipment are put un &

more comparable basis with rhose thar lease
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Three-year {2002 ta 2004) medians
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Ratings and Ratics

part or all of their operating assees. The lease
adjustenent atfects all razios.

The ner debr adjustment affects median
ratios largely for the "AAA ranng caregory,
compesed adimost entirely of cash-rich phar-
maceurical companies,

The caprive-finance adjustment has @ yreat
effect, mainly on automabile, departmene
store, and some capital goods companies.

The adjusted ratio median universe for
nduserials includes abour 1,000 companies.
The dara exclude transportation companies
that exhibit different financial-rana profiles,

www corporatecriteria.standardandpoors.cam

The medians themselves are affected by
cconomic and environmenral tactors, as well
as mergers and acquisttions. The universe ot
rated companies constantly s changimg, and
in certain rating categories, addmg or deleomyg
a few companivs alse can aftecr the Hnancial-
ratio mecians.

Strengths and weaknesses in different
areas have to be balanced and qualitative
factors evaluated. There are many nonnu-
meric distinguishing characteristics thar
determine a compamy’s credicworthiness (see
Tables 1,2, and 7). ®




